MAY 1954 


“TAX “MAGATI NE 


A COMMERCE CLEARING HOUSE PUBLICATION 


United States Income Taxation 
of International Sales of Personal Property 


By Andrew W. Brainerd 





NEW YORK 


See Outside Back Cover 





Coming— The rising stock market focuses 
attention on stock speculators, and S. Wal- 
ter Shine, until recently a special assistant 
to the Attorney General in the Tax Division 
of the Department of Justice, says that ‘the 
Treasury for 30 years or more has failed 

to tax stock speculators in a manner 
clearly intended by Congress ... ."’ See 
his ‘‘Wash Sale Losses.” 


In the field of finance, Haskell A. Kaitz 
discusses the ‘‘Tax Advantage of Discount 
Bonds in Corporate Financing.”’ . . . Ben- 
jamin M. Becker, in an article of cryptic 
advice, offers some ‘‘don'ts’’ in estate 
planning. 


The area surrounding carry-overs in reor- 
ganization is dimly lit, due to the drag on 
the line by decisions which reach opposite 
results. George N. Buffington, Jr., searches 
for the trouble and brings full-strength 
light to the area by his ‘“‘Carry-Overs in 
Reorganizations: Corporate or Tax Entity 
Approach?” 
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Administrative... 


FEDERAL 
TAXES 


ry 

| HE TAXPAYER furnished his attorney 
with all the information necessary for filing his income tax return. 
He signed the return forms in blank and left his check for the 
amount of tax found due. Through some clerical error the tax 
payer's return and his check were placed in the attorney's file as 
though completed. This was not discovered until claim was 
made that no return for the taxable year had been filed. The Tax 
Court holds that the failure to file the return was due to reason 


able cause and not willful neglect—Kaufmann, CCH Dec. 
20,256(M ), 13 TCM 348 


A MOUNTS RECEIVED as punitive damages 
are not taxable income. The Third Circuit upholds the decision 
of the Tax Court in two cases. The punitive damages arise 
out of Clayton Act litigation. Punitive damages, “smack of dona 
tions made to the individual by the state through operation of 
law \ person does a prohibited act to another, injuring him 
The injured individual is subsequently enriched by a gift taken 
from the pocket of the injuring party by virtue of law.” The 
Commissioner argued that all money coming into the hands of a 
taxpayer is income unless especially exempt; but this isn't 
according to the holding of Eisner v. Macomber.—Commissioner 7 


Glenshaw Glass Company, Commissioner v. William Goldman Thea 
tres, Inc., 54-1 ustc J 9328 


ry. 
I HE QUESTION of whether or not a rev 
enue agent may examine a hospital’s books to obtain the names 
and addresses of patients of a doctor whose income tax lability 
for a certain number of years is under question is now up to the 
Supreme Court on an application of certiorari. The circuit court 
said: “The public interest in the collection of taxes owing by a 
taxpayer outweighs the private interest of the patient to avoid 


embarrassment resulting from being required to give the revenue 
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Interpretations 


agent information as to fees paid the attending physician.” 
In re Albert Lindley Lee Memorial Hospital, 54-1 uste § 49,013, 
209 F. (2d) 122 (CA-2). 


A PULITZER PRIZE is a gift, hence not 
subject to the income tax.—Kevenue Ruling 54-110. Tne 
Massachusetts cigarette tax is now deductible by the.consumer, 
Revenue Ruling 54-132. ... A regular dealer in personal prop 
erty commencing installment selling may elect to report installment 
sales on the installment basis and still report other sales on the 
accrual basis.—Revenue Ruling 54-111. . . . The transportation 
tax may not be avoided through the purchase of a ticket in Can 
ada or Mexico solely for the purpose of having an “outside leg” 
attached to the trip.—Revenue Ruling 54-141. 


ry 

| HE TAXPAYER deducted $370 as auto- 
mobile expense. The Commissioner explained: “Automobile 
expense claimed on line 2 page 1, has been disallowed inasmuch 
as Only away from home overnight expense may be deducted 
from your gross income, all other expenses must be shown on 
page 3, under miscellaneous expense. Since you have already 
taken the standard deduction of 10 per cent this amount may 
not be shown on page 3.” The taxpayer lived in one county of 
the state and his place of business was in another county where he 
used his car. The Tax Court upheld the Commissioner, saying: 
“The courts have uniformly held that a taxpayer’s home means his 
place of business, employment, or post or station at which he ts 
employed.”—Smith, CCH Dec. 20,223, 21 TC —, No. 11. 


QO N REHEARING, the Tax Court set aside a 
former opinion in Hemenway-Johnson Furniture Company, CCH 
Dec. 20,267, 22 TC —, No. 7. The Tax Court now holds in this 
case that the acquisition of new assegs, a new store location and 
the opening of three branch stores during the base period consti- 
tuted a change in capacity of operation under former Code Sec 
tion 722 (b) (4). 


Tue board of directors voted to continue 
payment of a deceased employee's salary for the remainder of the 
year to the widow. The Tax Court holds that these amounts 
were gifts to the widow, not taxable income. Hahn, CCH Dec. 
20,249(M), 13 TCM 308. The resolution reads 
“RESOLVED, That in recognition of Mr. E. 


as follows: 
I... Hahn’s long service 
with the company [40 years] his compensation continue to be 
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paid to his widow through 1951.” The language indicates an 
expression of gratitude for the valuable services rendered the 


company, says the Tax Court 


[ NDER New Jersey inheritance law, the 
proceeds of a retirement annuity which had been bought for an 
executive by his firm were includible in his taxable estate, where 


he died before retirement. The widow was named beneficiary 


and the cash surrender value became payable to the widow 
Her interest was deemed to have been created to take effect in 
enjoyment and possession at or after death. The insurance 
exemption does not apply because the contracts were for annui 
ties.—Cruthers v. Neeld, CCH INHERITANCE, ESTATE AND GIFT TAX 
Reports { 18,154 


i IGH PRICES and high taxes will alway 
impel the buyer to buy where he can save a little money. Busi 
nessmen will always use a price advantage in their favor to sell 
their merchandise. That's one side of the use tax coin. Milles 


Brothers v. State of Varyland, 3 stc J 200-111. just decided by the 


United States Supreme Court, favors this side up 


While the Miller Brothers truck was delivering to Maryland 
residents furniture that had been purchased at the store in Dela 
ware, the State of Maryland seized it because the Delaware com 
pany would not collect the Maryland use tax on sales made in 
Delaware. Maryland loses: “. .. at the time the sale is made 
no one is hable for a Maryland use tax,” says the Supreme Court 

lhe other side of the coin, as favored by the dissenting opin 
ion: “Unless the state can collect a sales or use tax upon goods 
being purchased out-of-state, there is a fertile opportunity for 
the citizen who wants state benefits without paying taxes to buy 
out-of-state. And there are just-across-the-state-line-merchants 
who capitalize on this opportunity 


“Jurisdiction over appellant in this suit was obtained whet 
its motor vehicle was attached while it was being used in Mary 
land If appellant chooses to keep out of Maryland entirely, 
then the Maryland courts will of course have no jurisdiction over 
it. But as long as appellant chooses to do some business there, 
| see nothing in the Due Process Clause which would prevent 
Maryland from making it a collector for taxes on sales which 
appellant knows are destined for Maryland homes.” 

This may not be the landmark case it has been heralded to 
be. There were numerous stipulations, such as no telephone 
orders, no mail orders, ete. 
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Senate Finance Committee 


Revenue revision progress.—Administra- 
tion who testified on the revenue 
revision bill before the Senate Finance Com- 
miuttec 


officials 


urged its adoption and, for the most 
part, opposed further income tax exemptions 
because involved. The 


Senate hearings on the bill opened April 7 


ot the loss ot revenue 


Secretary of the Treasury Humphrey empha 
sized three main points: (1) that H. R. 8300 
is designed as a reform of tax structure and 
not as a tax reduc tion, (2) that the bill helps 
millions of taxpayers who have been plagued 
by unjust and unfair hardships over many 
years, and (3) that it will help our economy 
and business to expand and 
modernize, and so assist in the 
and better 
standards for all 

Acting 
Budget 


actment ot 


to vrow our 
creation oft 
and bette 


more iobs 


living 


Director of the 
Rowland R 
the bill 
revenue in 
that the 
revisions 
equaled by the 


Bureau ot the 
Hughes stated that en 
will bring about no net 
1955 He told the 
loss sustained by 
would be 


loss in com 


mittec enactment 


of the approximately 
revenue gained through ex 


tension ot the present 


| corporate tax rate 


ol 52 per cent 


he following week the committee began 


! from private 


aring testimony 


ie interests, in 
cluding labor union officials and representa 
tives of various industries and professions 
It is expected that this committee will make 
extensive changes to correct errors in draft 


ing and to 


eliminate the “bugs” called to 


its attention by those who testify before it 


\ Chicago 
Hirsh, called a point 
attention. It has to do 
Section 214 under the proposed Code, 
which is intended to provide a new 
“child-care 


ing mothers 


Pity the poor “woikin’ goil.” 
attorney, Bernard D 
to the 
with 


committee’s 


deduc 


tion for expenses” paid by work 


lo qualify, the working mother 


must be a widow, a divorced person or a 


Washington Tax Talk 


Federal Tax Forum's Proposals 
for New law .. . 


Massachusetts’ Hardship 


Washington Tax Talk 


working mothe: 


tated \ 
later 


whose husband is incapaci 
widow or who 
illegitimate 
child may claim the child-care deduction as 
a working mother, but the mother of an 
illegitimate child who never was widowed 
or divorced cannot qualify for the child-care 
deduction. 


a divorced woman 


becomes the mother of an 


“Economically, mothers of illegitimate chil 
dren probably need tax relief to a greater 
extent than other taxpayers,” Mr. Hirsh 
“Children need not be legitimate to 
constitute legal under Section 
152 and there no sound reason 
for such discrimination under Section 214.” 


Colin F “To be 
it does seem deduction should be 
pointed out because 
is entitled to a dependency 
such child and also would be 
entitled to the head of family benefit,” he said 


said. 


de pe ndents 


seems to be 


Stam 
that 
allowed in the 
mother 
exemption tor 


agrees 
this 


Case 


consistent 


such a 


Accrued real estate taxes.—Section 461, 
which provide s for the accrual of real estate 
taxes, can cost taxpayers millions of dollars 
in additional income 
and other 


taxes in Massachusetts 


states with analogous real es 


tate taxes 


> 


George B. Lourie of 
with the following 


“Under 


real estate 


Boston provided us 


existing law, taxpayers owning 
local real estate taxes on 
date. In Massachusetts, the 


assessment date is January 1 of each year 


accru¢ 


the assessment 


lor example, a taxpayer having a fiscal year 
ending Januar y 31 accrues as an expense the 
real estate tax assessed as of the 


preceding 
January 1. 


Thus, a Massachusetts taxpayer 
owning real estate would accrue on January 
1, 1954, the entire 1954 real estate tax, and 
(following example) this is the 
that would 
taxpayer filing 


our 
estate tax 
on the 
on the basis of 


31, 1954 


only 
real expense 


return of a 


appear 
returns 
January 


a fiscal year ending 
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“Under the 


crummy 


new law, the 
estate 


method of a 
Such 
accrued ratably over the 
such 


real taxes is changed 


taxes must now be 


period for which taxes are assessed. 


This is an admirabk 
Krom the 


and much needed change 
practical standpoint of a person 
| 


owning real estate, real estate taxes are an 


expense of operation and should be 
over the period that the 
and operated 


accrued 


property 1s owned 


“It is, however, in the provisions relating 
to the from the old system to 
the new that the unfair additional taxes will 
be levied on Massachusetts real estate own- 


change over 


ing taxpayers. The presently proposed change- 
provisions are contained in the first 
Section 461(c)(2). These pro 


right to accrue taxes 


ovel 
sentence ol 
vide that the 
under the 


ratably 
does not apply to such 
referable 


new law 


taxes whi h are 


to any period for 
previously 
old law during 


which taxes have 


bee mn acct ued 


under the a fiscal year com 


1954 


mencing before January 1, 


“To come back to the example of our tax 


payer having a fiscal year ending January 


effect of this change 
provision in relation to 


31, let us examine the 


ove! 


such example 
On the return of this taxpayer for the tax 
able period January 31, 1955, this 
taxpayer will only be able to deduct real 
estate taxes for one month, although he will 
in fact have to pay a full year’s real estate 
tax during the yearly period covered by this 
return 


ending 


The effect of this provision is to 
create a purely fictitious income and make 
it subject to Federal income tax 
in varying degrees, is in 
Massachusetts 


This fate 
store tor every 
Federal 
a fiscal year and 
Due to the peculiar pro 
visions of existing law, most Massachusetts 
taxpayers owning real have elected 
year rather than a calendar 
year lor income tax reporting 


taxpayer filing his 
income tax on the basis of 


owning real estate 


estate 


to use a fiscal 


This is, there 
will adversely 
a few isolated taxpayers 


tore, not a 
affect 


situation which 


only 


“The reason for the change-over provision 
in its present form as set forth in the Com- 


mittee Report is the alleged 
a double deduction 


standpoint, 


necessity to 
prevent From a 


practical however, as pointed 
out above, it unfairly creates a non-existing 
paper then 


such fictitious income 


“The Massa- 


chusetts and other states which assess taxes 
for the 


income and levies a tax 


upon 


Situation 18 most acute in 


ensuing calendar 


vear on January 1 


of each year. In which 


taxes on April 1 or on any other date during 


358 


States assess such 


May, 


1954 e@ 


the year, the effect of the change-over pro- 
visions are different, and in many cases may 
even operate to the temporary benefit of 
a taxpayer owning real estate and re porting 
on the basis of a fiscal year.” 


Federal Tax Forum recommendations. 
Paul D. Seghers, of the Federal Tax Forum, 
Inc., presented a list of 
proposed by this 
certain technical and inequities in 
the Code. These are the results of studies 
conducted by the forum’s membership of 
attorneys and tax practitioners. He main 
tained that the elimination of technical errors 
and injustices in the Code would promote 
the taxpayer morale essential to the effective 
administration of tax laws 


recommendations 
organization to correct 


errors 


\ summary ot 
the recommendations follows 


Sec tion 165(e): ] osses from 7 heft 


Theft losses should be made deductible in 


the years sustained or in the year discov- 


ered, at the option of the taxpayer 


Section 
Premtum 


I71(b) C1) (B) Bond 


Amortizable 


(1) A minimum charge-off period of three 
years from date of purchase (where put 
after January 22, 1954) should be 
permitted. 

(2) Where a bond is called for redemp 
tion within such three-year period, the un 
amortized premium should be 
deductible in the year of redemption 


chased 


balance of 


Section 172: 


The provisions for 
count of 


Net Operating Loss Deduction 


adjustments on ac 
the dividends-received 
depletion should be 


and 
eliminated 


credit 
percentage 


Section 243: 
rations 


Dividends Received by Corpo 


(1) The deduction for dividends received 
by a corporation from a domestic corpora- 
tion which is subject to tax should be in- 
creased from 85 per cent to 100 per cent to 
prevent triple taxation of 15 per cent of such 
dividends. 

(2) Triple taxation should also be avoided 
in the case of dividends received by a cor- 
poration from a domestic corporation taxed 
as a Western Hemisphere Trade Corpora- 
tion under Section 922. 


Sec tion 248 


Organizational 


Organizational Expenditures 


expenditures should in- 
clude the cost of issuing and listing stocks, 
and the reorganization of corporations 


(Continued on page 420) 
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By ANDREW W. BRAINERD 


Attorney and Partner, Baker, McKenzie, Hightower & Brainerd, Chicago 


— TIMELESS QUEST for certainty 
in law, to which our profound respect 
for stare decisis is perhaps most clearly 
attributable, in modern times no doubt re 
ceives its strongest impetus from the busi 
ness segment of our people. Their clamor 


has most recognized in the 


rece ntly been 
commendable 


policy 


form of a changed Bureau 
which rulings and Treasury 
opinions are now disseminated more widely, 
more frequently and with the expressed in 
tention of more finality 
wave of purpose, 
ward the 


under 


Regardless of this 
the Bureau’s position to 
among the oldest 
of business transactions, follows a tranquil 


ordinary sale, 


course from cas¢ dan- 


That 
however, viewed from 
both of the Bureau and 
of those operating under it, becomes quickly 
apparent to those 


to case, avoiding the 
gers inherent in its precise expression 
reticence 1s prude nce, 


the point of view 


who stop to consider the 
ramifications without number which attend 
arbitrary classification of an exchange trans 
action between persons in different national 
jurisdictions conflict of 
of intention, and of what is meant by 


”1 


substance of a 


Considerations of 
laws, 


the “ transaction having 


1G. C. M. 25131, 1947-2 CB 835 (its text repro- 
duced in part hereinafter at page 364), the 
most explicit and with one exception the only 
statement of the meaning of a sale which ap- 
pears either in the Code or in the Regulations, 
after stating certain standard and measurable 
criteria by which to judge a sale, concludes by 
denying the applicability of ail usual indicia of 
a sales transaction in any case in which the 
taxpayer has arranged a transaction “for the 
primary purpose of tax avoidance,’ an activity 
repeatedly held acceptable to the Supreme Court 


International Sales 


The Yardstick of International 
Sales Cases: ‘Income from 


Sources Within the United States"’ 


incidence in various geographical areas, con 
spire to lessen the justification for a straight 
application of the Sales Act to 
taxation international 


Uniform 
problems involving 


sales of personal property. 

The present article seeks to point out the 
difficulties inherent in further 
of the and to 
spective 


codification 
revenue law review in pet 
all of the rulings and the 
decisions of judicial and quasi-judicial bod- 
ies which have decided matters in this field 
It attempts, then, a condensed restatement 


‘Treasury 


of existing law governing United States tax 
ation of international sales of personal prop- 
erty, using the essential specific data of the 
cases to mirror the principles which bound 
these activities. Before examining the rele- 


of the United States Gregory wv 
35-1 ustc § 9043, 293 U. S. 465, 469 
sioner Vv. Tower, 46-1 ust: 
288, and cf. I. T. 3757, 1945 CB 200, at p. 201 
That there is valid reason, however, for this 
apparent contradiction will become evident 
from the cases which follow. The only other 
definition (excepted above) appears in Regs 
118, Sec. 39.119(a)-6, and states, in part, that 
the country in which sold ordinarily means 
the place where the property is marketed 


Helvering, 
Commis 
7 9189, 327 U. S. 280, 


359 





The author wishes to acknowledge the 
valuable aid of Mr. Donald Phares, of 
the Northwestern University School of 
Law, in assisting in the locating 
and briefing of what 

is believed to be all of the cases 
which touch this subject. 


vant Code decisions which 


construe them, let us turn to a fact situation 
which highlights many of 
aspects ot the 


sections and the 


the fundamental 
subject, the case of R. J. Dorn 
Co.,’ which has been law for over 30 years 
and which carries the most profound impli- 
cations to those who are 
between the United 


eligage d in commerce 


states 


and roreign 


countries 


From 


1916 to 1921, R. J. Dorn, a non- 
| 


resident alte n, conductec 


a sole proprietor 
ship in Hawana, Cuba, under the trade style 


of R ] Dorn & Co Phe 


primarily the purchase 


business was 
in the United States 
of personal property and its sale in foreign 
\ New York 
in 1915 to purchase goods to be shipped to 
foreign purchasers upon orders initially sent 
through the Havana office 
1917 to 1921, most of the 
were sold in Martinique 


countries ottice was opened 


During the years 

goods purchased 
through a brother, 
Louis Dorn, who managed a branch there 
The New York purchasing othee was con 
tinuously operated as a branch of the Havana 
othce by vet brother. Rene No 
United States 
$150,000 
taken by 


another 
were “sold” in the 
During 1917, of total 
$143,000 in orders Louis 
Dorn in Martinique and $7,000 represented 
York from abroad 
sales from direct 
New York office 
$31,000 of a total of $223,000 
total 


rders received directly in 


goods 
sales of 


Was 


orders received in New 
In 1918, the 


ceived by the 


orders re 
amounted to 
By 1921, of 
of $843,000, $323,000 represented 
New York from 


oods te 


sales 


foreign customers for be shipped 


ibroad 
Where Dorn & Co 


as in Martinique 
tom to bill the 


had a representative 
and Cuba—it was the cus 
customer 


direct, ship the 


goods on 


| draw a 
Shipments to points 


had no 


open bill of lading and 


draft on the customer 


where the company representative 


were on order bills of lading, draft attached, 
the shipper retaining title to goods till ar- 


rival at Marine 


loreign port insurance 


CCH Dec. 4194, 12 BTA 1102 


360 May, 


1954 @ 


Dorn & Co 
If losses were incurred, they were borne by 
R. J. Dorn & Co. 
kept in New York 


chase of goods was made from New 


was taken in the name of R. J 
Books of account were 
Payment for the pur 
York 
When drafts were drawn on customers, they 
were discounted by a New York bank upon 
the personal guarantee of R. J. Dorn. Drafts 
included and freight, 
the consignee paid the interest and collec 
tion charge. Dorn himself invested no more 

than $6,000 in the project 


insurance and 


costs, 


The Commissioner determined that a part 
nership composed of Louis Dorn, R. }. Dorn 
and Rene Dorn was “transacting 
in the United States” and 
taxable on income earned by the New York 
But the Board of Tax Appeals held 
that during this period the 
New York 


hase in the 


business 
was theretore 
othiice 
activity of the 
office was confined only to the 
United States of 


pur« goods 


here orders received 


and to 


manufactured upon 
the shipment of 
consignees; it found that 
that activity did not earn taxable income 
The board held further that although goods 
might be abroad by a non 
resident “sold” 


profit 


from abroad such 


goods to toreign 


manufactured 


alien, if those goods 
United 


(including the manufacturing profit) would 


were 
within the States, the entire 
be derived from sources within the United 
States.° 


Conversely, unless there is a “sale” 
United States by a 
there is no taxable 
Without the sale of the goods pur 
R J Dorn & Co. there could 
been no income, The purchasers of 
title to the 
Dorn 


within the nonresident 


alien, income earned 
here 
chased by 
have 
the goods were nonresidents; 
goods purchased remained with R. J. 
delivered to the 
which the in 

from the 
income of R. J. Dorn 


“without the 


until they were foreign 


consignee; the money trom 
come derived received 


was was 


The 


was trom a 


roreign customer 
& Co 


| "rite d State s”” 


source 
and under the 
the Revenue Act of 
derived no taxable 
United 


purchase of goods here for 


provisions ot 
1921, the partnership 
activity 


income, its only 


States 


within the having been the 


sale abroad 


Doing Business v. Earning Income 
R. J 


which 


illustrates a principle 
and 
have great difficulty in accepting 
ingly incongruous fact that 
business activities remain untaxed by pres 
ent revenue law 


Dorn’s case 


businessmen most tax advisors 


the seem 


some domestic 


The intimate presence of 

8’ Richard L. Birkin et al., CCH Dec. 1885 
5 BTA 402: Yokohama Ki-Ito Kwaisha, Ltd., 
CCH Dec. 2102, 5 BTA 1248 
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tax in almost every aspect of our economic 
and even personal lives has quite naturally 
developed an attitude of resignation toward 
its inevitable incidence upon all activities 
Yet as we begin to extend our orbit of 
interest outside of the continental limits of 
the United States, the ordinary transaction, 
for domestic tax purposes, begins to change 
complexion, and we should not be surprised 
to find that related activities in the United 
States may be affected accordingly. In the 
Dorn case, the fact of R. J. Dorn’s foreign 
nationality did not alter the extent of the 
business which he carried on in the United 
States. Here we need not weigh the nuances 
of where “doing United 
States begins,* a problem which courts have 


business” in the 
faced on repeated occasions in considering 


agents of foreign who are 


That the Dorn 
constituted “engaging in 
United States” 
ruling, still law, holding that: 


corporations 
active in the United States 
activities active 
business in the is Clear from 
an early 


“Buying is as necessary a part of business 
as is selling and the act of buying divorced 


‘Simon Boekman, a nonresident alien resid- 
ing in Holland, was a member of a Dutch 
brokerage house which, in conjunction with a 
German affiliate, made arrangements for desk 
space in New York City in the office of a grain 
brokerage house, and there engaged the serv- 
ices of a ‘“‘clerk’’ to “‘receive cables sent from 
Holland and re-transmit the cables to brokers 
in the United States to orders and 
confirm their execution to the clerk who in 
turn cabled the confirmations to petitioner in 
Amsterdam.’ No cash was transmitted to the 
New York office, and the expenses of the New 
York office were paid by the brokerage house 
in New York for which it was reimbursed from 
Holland by Boekman A New York bank ac 
count of $500 was never used The clerk had 
as his sole purpose ‘‘the coding and de-coding 
of cables and transmission thereof to the proper 
person or firm.” 

The Tax Court found 
not in the United States 
period,”’ but the Circuit Court of Appeals 
(Learned Hand) held that profits arose as a 
result of petitioner's memberships on domestic 
exchanges where petitioner earned income 
through the performance of ‘‘local activities,’’ 
‘‘personal services,’’ that as such they were 
taxable in full here Simon Boekman, CCH 
Dec. 10,423, 38 BTA 541, rev'd 39-2 ustc { 9740 
107 F. (2d) 388 Today Code Sec. 211(b) holds 
that the phrase ‘“‘engaged in a trade or busi- 
ness within the United States'’ does not include 
the effecting through a resident broker or 
commission agent of transactions on an or 
ganized exchange where no office or place of 
business is maintained in the United States by 
the foreign entity 

Compare Zareh Nubar, CCH Dec 

566. rev'd and rem’d 50-2 ust 
584: Zander & Cia., Ltd., CCH Dec 

12 BTA 50 (1940): Fernand C. A. Adda, 

Dec. 16.244, 10 TC 273 (1948): and Vahram 

CCH Dec 11,397, 42 BTA 1437 
In most of these cases the place 


execute 


that ‘‘petitioner was 
during the taxable 


17,244, 13 


4 9502, 185 


mechirian, 


Boekman 


International Sales 


from selling is 


nonetheless the doing of 
Buying done in order to further 
the corporation’s activities, wherever done, 
is an activity carried on in the maintenance 
of an organization 


business. 


“The purchase of supplies in the United 
States in the furtherance of continued efforts 
in the pursuit of profit or gain is carrying 
on or doing business in the United States.” * 

The crux is that “the mere buying of 
goods within the United States . is not 
a trade or business exercised in the United 
States so as to subject the purchaser of the 
goods to income tax ar 

Nor is nontaxable business activity in this 
country limited to 
national sale. 


purchasing for inter 
Major tax cases involving 
foreign corporations active within the United 
States through domestic agents in the solici 
tation of and the execution here of 
binding contracts illuminate that little-known 
and quiet area where “business” done here 
is not lawfully subject to United States 
taxation." 
although 


sales 


Significance lies in the fact that 
admittedly 


substantial business 


were made in effect dis- 
engagement in business 


where ‘‘decisions’ 
tinguishes domestic 
under Sec. 211(b) 

Commissioner v. Piedras Negras Broadcasting 
Company, 42-1 ustc { 9384, 127 F. (2d) 260 
(CCA-5); Linen Thread Company, Ltd., CCH 
Dec. 17,620, 14 TC 725 (1950); and Amalgamated 
Dental Company, Ltd., CCH Dec. 15,139, 6 TC 
1009 (1940), describe situations in which activi- 
ties of widely divergent character were indulged 
in within the United States by foreign entities, 
but which were deemed not adequate to con 
stitute ‘‘doing business’’ here. See also Higgins 
v. Commissioner, 41-1 ustc § 9233, 312 U. S. 212 
The early case of Laurentide Company v 
Durey, 231 F. 223, reviews the background 
United States Supreme Court cases on this 
point, most of which hold to the theory that 
““doing business’’ contemplates ‘‘a continuous 
series of acts by an agent continuously within 
the state.’’ The ascription to a foreign entity 
of a local presence’ because of the activities 
of an ostensibly independent domestic broker 
occurred in Yokohama Ki-Ito Kwaisha, Ltd., 
cited at footnote 3 

‘I, T. 1406: I-2 CB 15] 
also I, T. 2792, XIIT-1 CB 85 
I. T. 2002, ITI-1 CB 226 (1924) 

®°T. D. 3111, 4 CB 280 (1921) (32 Opinions of 
the Attorney General 336), affirmed in 1924 (34 
Opinions of the Attorney General 93), but with- 
drawn as to foreign steamship companies in 
July, 1927 To the same effect is O. D. 592. 
3 CB 128 (1920) 

See, for example, 


(1922-1923) See 
(1933-1934), and 


Anglo-Mexican Petroleum 
Company, Ltd., CCH Dec. 9941-B, BTA memo 
op.. Dkt. 76469, and other cases hereinafter 
cited at pp. 372 and following, depicting situa 
tions in which large volumes of both product 
and money passed quietly in and out of the 
United States lawfully unmolested by this 
jurisdiction’s taxing authority See also 32 
Opinions of the Attorney General 342, treating 
the C. M. Lamson Company matter and Paton 
MacLaren & Company 
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may be 
for the 


carried on, it is not taxable business 
that the 
understood 


reason income therefrom, 
as presently and defined by 
United States law, is not derived 
from sources within the United States and 


is hence not subject to the taxing authority 


revenue 


of this jurisdiction under elemental concepts 
of sovereignty. 


CODED LAW 
Domestic Corporations 


When we speak of sales, either domestic 
or foreign, we must distinguish 
income, that is, the entire proceeds 
from the article sold, and its 


between 
gross 
fair-weather 
companion, net income, or so-called “profit” 
which may remain in gross income resulting 


from the goods after 


authorized by 
law.” The gross income of domestic 
rations” 


sale Or exchange of 


deducting certain expenses 


corpo 

includes gains, profits and income 
of whatever kind, in 
and “ 


“trom any 


“whatever form paid 
”” whether 
United 
of every indi 
“normal-tax net income” 
“surtax net income” of domestic corpo 


whatever, 
sources outside the 

Only “the net income 
vidual,” “ and the 


and 


source 
trom 
states 


within or 


rations,” are subject to tax here, irrespective 
of source 
The present United States tax structure per 

petuates a now historical national policy of 
promoting commercial 
“sales” of American goods abroad. This 
policy has effectuated through the 
granting of credits to certain domestic cor 


loreign operations 
and 


bec n 


porate taxpayers who have engaged in for 
eign acceptable to the 
corporations formed 
Trade Act of 1922 
a stipulated credit against net 
derived from sources within China.’ 
Domestic “Western Hemisphere Trade Cor 
porations”’ 


trade in a mannet 
Domest 
pursuant to the 
still 


income 


Treasury. 
China 
TEeCCLV¢ 


formed under Section 109 of our 
Code receive substantial credits * if 95 per 
cent or more of their gross income from this 


he misphe re is 


derived “from sources other 


than sources within the United States.” “Gross 

* Code Sec. 21(a) 

* Regs 118, Sec. 39.3797-8, states that ‘a 
domestic corperation is one organized or created 
in the United States, including only the States, 
the Territories of Alaska and Hawaii, and the 
District of Columbia, or under the law of the 
United States or of any State or Territory.”’ 

” Code Sec. 22(a) 

1 Code Secs. 11 and 12. 

12 Code Secs. 13 and 15 

1% Code Secs. 261 and 262. 

“These credits appear under Code Secs 
13(a)(2)(C), 15(a)(3) and 26(i); the formation 
of this type of company has been held not to 
constitute tax avoidance under Code Sec. 129 
I. T. 3757, 1945 CB 200, at p. 201. 
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income means only gross income from sources 
within the United States” in the 
domestic corporation actively in business in 
a United States possession * deriving 
80 per cent or more of its income 
“from sources within a possession™® of the 
United States.” The excess profits tax coun- 
terpart of these tax incentives (expired 
December 31, 1953) provided exemption 
from that tax for corporations actively in 
business and 


case of a 


and 


gross 


earning 95 per cent or more 

income “from sources other 
within the United States.”’™ 
corporations’ tax incentives to 
foreign sales stop here. 


or their 
than 
Domestic 


gross 


sources 


“Income from sources within the United 
States” has been made the subject of Section 
119 of our Code. The phrase, a familiar one 
for more than 35 years and closely woven 
into the fabric of our law, is the yardstick 
of the international Before 
analyzing its 


sales cases 
should pause to 
consider the Code status of the foreign cor- 
porate entity making sales of goods between 
nations. 


substance, we 


Foreign Corporations 
The 


corporation, 


term “foreign,” when applied to a 
means a corporation which is 
* it is a juristic entity formed 
under the laws of any jurisdiction other than 
the United States or any state or territory.” 


Foreign 


not domestic; 


corporations engaged in trade or 
business within the United States are, in the 
Regulations, “resident foreign 
> while those not so engaged 


regarded as 
corporations,” * 


classify as “non-resident 


roreign corpora- 


tions.” In domestic 


comparison, a corpo- 
regarded as though it 
owns no property in the United States and 
may transact all of its business 


Today, in the United States, 


ration 1s “resident” 


abroad. 
a resident for- 
eign corporation pays taxes at the same rate 
as any domestic corporation, but only that 
portion of its gross income which is derived 
from sources within the United States is sub 
ject to our income tax.” Thus, if a foreign 
™ Puerto Rico, Guam, Canal 
Wake and Midway constitute United States 
possessions under this section. Okinawa is not 
a possessicn. Rev. Rul. 199, 1953 IRB-10, p. 17 

1% Code Sec. 251(a)(1) and (2), first appearing 
in the Revenue Act of 1921 as Sec. 262 

4? Excess Profits Tax Act of 1950, Sec. 454(f). 

1% Code Sec. 3797(a)(5), verbatim, and cf 
footnote 9 herein. 

” Any state or territory, 
cludes only the 48 states, 
the District of Columbia. 

2? Regs. 118, Sec. 39.3797-8. 

21 Code Sec. 231(b) and (c) 


Zone, Samoa, 


as here used, in- 
Hawaii, Alaska and 
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All of the major statutes offering 
tax incentives to United States 
foreign commerce, as well as those 
sections devoted to defining the 
taxability of foreign corporate 
income, rest upon variations of the 
phrase “income from 

sources within the United States." 


corporation, 


though here 
goods (and consequently 
that moment 


below) 


even resident, 


sells” 1 


earns in- 

Code Section 
119; see this country, 
gross income arises outside of the jurisdic- 
tion of the United States.” 


come at under 


outside of 


Nonresident foreign corporations are tax- 
able in the United States only on what is 
termed “fixed or determinable annual or 
periodical gains, profits and income” from 
sources in the United States. By this term 
is meant dividends, royalties, rents, interest 
other 
ascertainable amount.’ 
not taxable, 


and monies regularly paid in easily 


’ Such a company is 
for example, on gains from an 
” made in the United States 
e income (not fixed and de- 
terminable) originated from sources within 
the United States. Thus, in European Naval 
Stores Company, S.A., 
(petitioner ) 


occask ynal “sale 
] 


even though t 


a Belgian corporation 
principal offices in Ant- 
werp, dealt in the importation and sale of 
naval Europe, had no 
country 


with 
stores in office or 


agents in any outside of 
made all sales on 
through brokers. It had purchased from 


time to time naval stores from the Peninsula 


Selgium, 


and a commission basis 


Company, a Florida corporation controlled 
by one Speth, controlled peti 
tioner. Title to these goods ordinarily passed 


to petitioner at 


who also 


at time of loading aboard ship 
in Jacksonville. In 1940 certain goods put 


chased by petitioner could not be shipped 


The Dorn cas page 360 herein, as well 
as similar later here analyzed, are ex- 
empted from United States taxation on income 
earned in this way by virtue of these provi 
sions. The case of National Paper & Type Com- 
pany v, Bowers, 1 ustc § 106, 266 U. S. 373 
places the approval of the United States Su 
preme Court on the tax disparity between a 
domestic and a foreign corporation engaged 
in the United States “‘in the business of export- 
ing, which is defined to be the purchase of 
personal property within the United States and 
thereof without the United States’ 
see also National Paper & Type Company 1% 
Edwards, 292 F. 633 
Regs. 118, Sec. 39.143-2(b). 

*% CCH Dec. 16,518, 11 TC 127 (1948) What 
activities constitute ‘‘carrying on business with- 
in the United States’’ was held to be ‘‘a ques- 


cases 


the sale 
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because of the war and, after being kept for 
some time in a warehouse in Jacksonville, 
were ordered sold by the Peninsula Company 
to prevent their deterioration. A profit of 
$20,000 was made on this United States sale. 
The Commissioner asserted that, by reason 
of this sale, petitioner was engaged in trade 
or business within the United States during 
the year 1942 and was therefore taxable 
under Section 231(b) of the Internal Revenue 
Code of 1942. The Tax Court held, however, 
that an isolated sale cannot be considered the 
carrying on of a trade or business within the 
meaning of 231(b) and that profit therefrom 
is hence not taxable to a nonresident alien.* 


United States taxing of international sales 
will depend in the first instance on whether 
the entity taxed is domestic or foreign. If 
domestic, it may be entitled to the benefit 
of one or more of those tax-incentive laws 
enumerated in the preceding section; if for- 
eign, liability to tax may hinge upon whether 
the entity is a resident or a nonresident of 
this country. These issues decided, the situs 
or “source” of income earned is brought into 
focus under the interpretative light of Code 
Section 119. 


Code Section 119—Income from Sources 
Within the United States 


We have seen that all of the major stat 
utes offering tax incentives to United States 
foreign commerce, as well as those sections 
devoted to defining the taxability of foreign 
corporate income, rest 
“income from 


States.” 


upon variations of 
sources within the 
Section 119 of the Code 
rules for a determination 


the phrase 
United 
sets forth certain 
of this origin or “source” 
“119(e) 
from 
“(1) 


“ 


Gains, profits, and income 


(2) from [stc] the sale of personal prop 
erty produced (in whole or in part) by the 


iton of fact Higgins v. Commissioner {cited at 
footnote 4]."" To the same effect as the Naval 
Stores case is Jorge Pasquel, CCH Dec 
20,047(M), 12 TCM 1431 (1953). 3ut both cases 
are contrary to Carding Gill, Ltd., CCH Dee 
10,442, 38 BTA 669, and Hubert De Stuers, 
CCH Dec. 7597, 26 BTA 201. In Carding Gill, 
a foreign corporation without officers or place 
of business in the United States was held tax 
able on profits from the sale of securities for 
the reason that ‘Regulations 74 makes the 
place of sale the test; and it is conceded 
that the securities involved were sold in the 
United States.’’ 
2% Code Sec. 
sonal Property—for gains, 
from the sale of personal 
section (e)."’ 


119(a)(6) reads “Sale of Per- 
profits and income 


property, see sub- 
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within and_= sold 


states, ofr 


taxpayer! without the 
United produced (in 
in part) by the taxpayer without and sold 
United States shall be treated 
as derived partly from sources within and 
partly trom without the United 
States Gains, profits and income derived 
from the purchase of personal property within 
and its sale without the United States or from 
the purchase of personal property without and 
its sale within the United States, shall be 
treated as derived entirely from sources within 
which sold (Italics 


W hole oO! 


within the 


sources 


the country im 


supplied.) 


Thus, clearly, “income” is to “source” 


country in 
“sold” determines whether 
or not income falls into the described cate 
nontaxability flow 

One ‘Treasury 
Regulation, its text of limited explanatory 
value, 


as “source” is to “sale.” Che 
which goods are 
gories taxability or 


from this classification 


suppleme nts this Code se ction.” 


final authoritative 
stand on this 
Tax Unit 
1947, reversing a prior 


By way of 
of the 
ruling of the 
25131) in 


position, 18 a 


expression 
lreasury’s matter, a 
(G. C. M 
Treasury 


2s 


Income 


model of brevity: 


this 
that, tor the pur 


“In view of the foregoing office 


adopts the general rule 


determining the source of 


mcomie 


prop 
the place 


pose ot 


attributable to the sale of personal 


erty, a sale is consummated at 


“The Treasury Regulations expand greatly 
upon, and illustrate by example, those situa- 
tions in which both production and sale by the 
same entity are present in an international 
“‘sales’’ transaction Regs. 118, Sec. 119(e)-1 
This is, however, not the usual situation as 
trading companies or ‘‘mercantile’’ businesses, 
as they are sometimes called, do not normally 
take part in the manufacturing phase It is 
with the role played by the latter type of 
business that we are chiefly concerned in the 
present article One or more separate sub- 
sidiary corporations may, of course, be formed 
by a manufacturing parent selling in foreign 
trade and wishing to localize the source of 
foreign income in a single corporate entity. 
I. T. 3757, 1945 CB 200, at p. 201. This is the 
rationale of the existence of most Western 
Hemisphere Trade Corporations Foreign cor- 
porate subsidiaries may be created for this 
purpose, there being no law or regulation for- 
bidding the formation of a foreign juristic 
entity, although its identification as such in 
this jurisdiction may under some circumstances 
be subject to review. See Baker, ‘‘International 
Trade and Investment—An Imperfect Alliance 
of Taxation and Policy,’’ Taxes—The Tax 
Magazine, February, 1953, on the conceptual 
treatment here of the Brazillian corporate entity 
and the more usual Sociedad Anonima (S. A.) 
and Sociedad de Responsabilidad Limitada 
(S. R. L.) companies 

‘Reg. 118, Sec. 39.119(a)-6 Sales of per- 
sonal property Income derived from the pur- 
chase and sale of personal property shall be 
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In that wide and nebulous area where 
it is ‘the substance of the 
transaction that controls its tax 
consequences,'’ comfortable formulas 
vanish, written rules disappear and 
arbitrators find themselves relying 
upon such ineffable 

qualities as conscience and judgment 
to guide decision. 


where the seller surrenders all his 
title, interest to the 
in which the 
the seller, the 


right, 


and cases 


buyer In 
bare legal title is retained by 
sale will be deemed to 

occurred at the time and place of the pass 
age to the buyer of the beneficial ownership 
and the risk of loss. Ronrico Corporation z 
Commissioner.™! However, in any 
which the 


Cast In 
arranged in 
a particular manner for the primary purpose 
of tax avoidance, the foregoing rules will 
not be applied. Kaspare Cohn, Inc. v. Com 
misstoner.”' In such cases, all factors of 
the transaction, negotiations, the 
execution of the agreement, the location of 
the property and. the place of payment, will 
be considered, and the sale will be treated 
consummated at the 
substance of the sale 


sales transaction is 


such as 


as having be en 


place 
where the occurred.” 


treated as derived entirely from the country 
in which sold, except that income derived from 


the purchase of 
possession of the 
within the United 


personal property 
United States and its sale 
States shall be treated as 
derived partly from sources within and partly 
from sources without the United States A 
possession of the United States constitutes a 
country within the meaning of this section, 
separate and distinct from the United States 
Hence, i derived from the purchase of 


within a 


income 
personal property within the United States and 
its sale within a possession of the United States 
shall be treated as derived entirely from within 
a possession of the United States. The word 
‘sold’ includes ‘exchanged’. The ‘country in 
which sold’ ordinarily means the place where 
the property is marketed. This section does 
not apply to income from the sale ef personal 
property produced (in whole or in part) by the 
taxpayer within and sold without the United 
States or produced (in whole or in part) by the 
taxpayer without and sold within the United 
States.’ 
*sG. C. M 

law after 17 
reliance upon the 


25131, 
years 


1947-2 CB 85, is again the 
(1930-1947) of Treasury 
place of execution of the 
contract of sale as determining the situs or 
“source’’ of income (cf. G. C. M. 8594, IX-3 
CB 354, which is revoked by the present ruling) 

7% CCH Dec. 12,022, 44 BTA 1130, acq. 1944 
CB 24 

%” Kaspare 
9604 


Cohn 
35 BTA 646 


Company, Ltd., CCH 


Dec 
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Ot additional official pronouncement on 
the subject of this study, there is none save 
the cases Che not infrequent reference of 
judicial tribunals, however, to relevant sec- 
tions of the | Sales Act lends con 
weight to the importance of that 
act. While it enjoys no federal articulation, 
its application to 


vel bally 


niform 
side rable 


sales cases has been 
tact observed, 
But in that wide 
and nebulous area where it is “the substance 
of the that controls its tax 
consequences,” the comfortable formulas 


vanish, written rules disappear and arbitra 


and in 


on repeated occasion.” 


recognized, 


transaction 


tors find themselves relying upon such in 


effable qualities as conscience and judgment 
to guide decision The fact is that the 
Sales Act is occasionally dis- 
regarded in tax cases although in most of 
such instances the purest type of 


Uniform 


fiction 


. See, foi 
CCH Dec 


example, Wood Lumber Company, 
7506, 25 BTA 1013, at p. 1028, holding 
it to be ‘‘well recognized that rules governing 
descent, transfer, sale of property, and the 
rules which in any other way affect the title and 
the possession thereof are binding upon Federal 
Courts Kuhn v. Fairmont Coal Company, 215 
U. S. 349: Burgess v. Seligman, 107 U. S. 20; 
25 C. J. 839-84 and cases cited: Ferguson 1 
Commissioner {2 ustc { 629], 45 Fed. (2) 573 
Poe v. Seaborn [2 ustc 9 611], 282 U. S. 101 
Cf. Vermont Transit Company, Inc., CCH Dec 
19,505, 19 TC 1040 (1953), and Harper v. Hoch 
stim, 278 F. 102, 104 

: Kaspare Cohn Company, Ltd., cited at foot- 
note 30 Ardbern Company, Ltd., CCH Dec. 
11,072, 41 BTA 910: Hay v. Commissioner, 44-2 
ustc § 9522, 145 F. (2d) 1001; but see, in com- 
plete disregard of the intent of the parties in 
i domestic shipment of physical goods tax case 
Brown Lumber Company, CCH Dec. 3217, 9 
STA 719, 732 

3’ The most relevant provisions of the Uni 
form Sales Act read as follows 

‘$18. Property in specific goods passes when 
parties so intend (1) Where there is a con- 
tract to sell specific or ascertained goods, the 
property in them is transferred to the buyer at 
such time as the parties to the contract intend 
it to be transferred 

‘*(2) For the purpose of ascertaining the in- 
tention of the parties, regard shall be had to 
the terms of the contract, the conduct of the 
parties, usages of trade and the circumstances 
of the case fAct of June 29, 1915, Illinois 
Laws 1915, p. 604, Pt. IT, Sec. 18.] 

‘$19. Rules for ascertaining intention 

“Rule 5 If the contract to sell requires the 
seller to deliver the goods to the buyer, or at 
a particular place, or to pay the freight or 
cost of transportation to the buycr, or to a 
particular place, the property does not pass 
until the have been delivered to the 
buyer or reached the place agreed upon {Act 
of June 29, 1915, Illinois Laws 1915, p. 604 
Pt. II, Sec. 19.] 

‘*§ 20. Reservation 


goods 


of right of possession or 
property when ire shipped (1) Where 
there is a contract to sell specific goods, or 
where goods are subsequently appropriated to 


goods 


International Sales 


has been indulged in by the 
“Intention,” which—in the 
Uniform Sales Act- 


title, 


taxpaye! 
words of the 
is a basic determinant 


fundamental 
value in the unpredictabl which 
the very natural “intention” to 
avoid tax may be held to stay the applica 
tion of the act. In 
areas in 


of passage of loses this 
cases in 


business 


short, in penetrating 
guideposts become 
progressively more necessary, to that same 


extent does the importance of 


those which 


and reliance 
upon the Uniform Sales Act attenuate. For 


the usual international sales cases, however, 
its most pertinent provisions” warrant 
thoughtful notice, especially in view of one 
circuit court which specifically holds 
that the question of passage of title is deter 


cast 


mined in tax matters by applying the identi 
cal rules which would 
between buyer 


decide a 
and seller.” 


private 
contest 


the contract, the seller may, by the terms of 
the contract or appropriation, reserve the right 
of possession or property in the goods until 
certain conditions have been fulfilled The 
right of possession or property may be thus 
reserved notwithstanding the delivery of the 
goods to the buyer or to a carrier or other 
bailee for the purpose of transmission to the 
buyer 

(2) Where goods are shipped, and by the 
bill of lading the goods are deliverable to the 
seller or his agent, or to the order of the seller 
or of his agent, the seller thereby reserves the 
property in the goods. But, if except for the 
form of the bill of lading, the property would 
have passed to the buyer on shipment of the 
goods, the seller's property in the goods shall 
be deemed to be only for the purpose of secur- 
ing performance by the buyer of his obligations 
under the contract 

(3) Where goods are 
bill of lading the goods are deliverable to 
the order of the buyer or of his agent, but 
possession of the bill of lading is retained by 
the seller or his agent, the seller thereby re- 
serves a right to the possession of the goods 
as against the buyer 

(4) Where the seller of 
the buyer for the price and 
of exchange 


shipped, and by the 


goods craws on 
transmits the bill 
and bill of lading together to the 
buyer to secure acceptance or payment of 
the bill of exchange, the buyer is bound to 
return the bill of lading if he does not honor 
the bill of exchange, and if he wrongfully re- 
tains the bill of lading he acquires no added 
right thereby If, however, the bill of lading 
provides that the goods are deliverable to the 
buyer or to the order of the 
dorsed in blank, or to the buyer by the con- 
signee named therein, one who purchases in 
good faith, for value, the bill of lading, or 
goods from the buyer will obtain the property 
in the goods, although the bill of exchange has 
not been honored, provided that such purchaser 
has received delivery of the bill of lading in 
dorsed by the consignee named therein, or of 
the goods, without notice of the facts, making 
the transfer wrongful.”’ 

% Amtorg Trading Corvoration v 
45-2 ustc § 9339, 150 F. (2d) 536, 539 


buyer, or is in- 


Higgins, 
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CASES 


article with the taxa 
tion of sales of personal property between 


unrelated entities located in different 


Lhe present deals 


coun 
tries Narrowing the 
property will 


rial things phy 


inquiry, personal 
comprehend only mate 
property; omitted 


bonds, 


here 
sical 
from the category are 
stock 


shares ot 
with 
justification, be regarded as choses in ac 
tion latter present the 
most complex problems of all on the con 
ceptual level and are in 


and other securities which may, 


These properties 


large measure re 
sponsible for 
cloud the 


inh ( 


such today 


Error hes 


uncertainties as 


revenue law of sales 


1 6 
omparing the sal exchange ot 
those 


MOVE 


securities with 


cases Situations in 
between 
their ultimate 
different from that of 


Analysis of the 


which physical goods coun 


goods which have as 


trie Zs. 
destination a country 


their origin securities 


cases uncovers a standard situation in which 
securities are sent out of this country purely 


to avoid this jurisdiction’s scope Sales of 


physical personal property abroad are in 


variably made to deliver 


specified physical 


goods to users or commercial vendors for 


utilitarian or “business” purposes.” A fut 


distinction 


ther compelling Choses 


They 
property 
contract to 
holder’s right to the 
specific phy 


however, we deal 


exists 


in action are intrinsically worthless 


represent ownership of physical 


and will 


sustain an action in 


vindicate their 


posses 
W he n, 
physical goods 
then 


sion of sical property 


with the 


themselves and selling 


speak oO! 


Reference is made to such cases as Kaspare 
Cohn Company Lid., cited at footnote 30 
Ardbern Company, Ltd., cited at footnote 32 
O. D. 863, 4 CB 113: Hazleton Corporation, CCH 
Dec. 9813. 36 BTA 908; Hay 1 
cited at 2; Heivering 1 


Commissioner, 
foetnote 32 
usre © 9717, 114 F. (2d) 1018 

“Code Sec. 119(f), in part, reads Defini 
tions As used in this section the words 
or ‘sold include exchange or 


Curran, 40-2 


sale 
exchanged’ 


’ There are few exceptions It is said 
some domestic commercial vendors, for example 
have shipped goods into Canada to there effect 
a “‘sale’’ to an American buyer under Code Sec 
109: the goods are then shipped back into the 
United States and delivered to the actual buyer 
Again, sometimes sold’’ in thes« 
times in countries of spurious destination to 
circumvent import or currency restrictions in 
the nation of actual destination 

s% Cf Ronrico Corporation, 
29, with Kaspare Cohn Company, 
at footnote 30 Canadian tax law recognizes 
the difficulties presented by this distinction 
See Sec. 71(3) of the Income Tax Act of Canada 

°"T, D. 3111, 4 CB 280 (32 Opinions of the 
Attorney General 336); and see I. T. 2440 
VII-2 CB 282 
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that 


goods are 


cited at footnote 
Ltd., cited 


May, 
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abroad, we spe ak of 
intrinsic 


reasonable to 


things having sub 
value It would be 
compare the foreign 
“sale” of choses in action with the exchange 
abroad of documents of title covering physi- 
cal goods located in the United States 
during the entir¢ That a com- 
parison, sometimes made of 
such unrelated subject matter is clear from 
G. C. M. 25131 (page 364 herein). 
both types of property are 
gether in that most 
tion of Treasury 


stance and 


more 


transaction 
however, 1s 


There 
considered to- 
authoritative 
policy, in 


formula- 
which two 
cases are 


primary 


cite d, each 


reterring to 


distinct subject matter 


Goods Manufactured and Sold 
in Different Countries by Same Entity 


Until 1921 a 
manufacture 


foreign corporation could 
United States 
and sell or use them abroad at a profit with 
out United States 


state of the law 


goods in the 


tax.” Because such a 


was considered to be 
“economically unsound,” “” our tax law was 
changed in that year to make a distinction 


goods 


between 
sold. 


genet al 


produced (manufactured) 
bought and sold. In 
stood to 
an income tax is payable 
United States Government if 

“produced” or 
here." No tax 


and roods 
posture the law 
the present day 


today to the 


and 


that has 


goods are eithet 


both, 


chase of goods here, as 


“sold,” or 
the pur- 
contrasted 


attaches to 


with a 
tax on their acquisition for export purposes 


if acquired through manufacture 


" Report of Senate Finance Committee of 
the 1921 Revenue Act, No. 275, 67th Cong., 1st 
Sess., p. 16 

‘'*In Burk Brothers, CCH 
657, goods were bought abroad, then here 
manufactured into a finished product and sold 

clearly income from sources within the United 
States Cases that treat as income from 
sources within the United States the entire 
profit from sales made in the United States of 
goods manufactured abroad by the 
noted at pp. 373 and following herein. I. T 
2869, XIV-1 CB 113, holds net income from the 
sale here of liquor manufactured abroad by the 
seller to be from sources partly within and part 
ly without the United States. The value of the 
product in the foreign country is the cost basis 
for purposes of profit computation 
see Billwiller Estate v. Commissioner, 1929 CCH 
D-9142, 31 F. (2d) 286, treating the evidentiary 
problems involved, and G. C. M. 7545, IX-1 CB 
215. G. C. M. 13475, XIII-2 CB 244 (since re 
voked by G. C. M. 25131, 1947-2 CB 85), held 
income from pulpwood sales made in Canada 
to an American purchaser to be partly from 
sources within the United States 

“An outstanding authority has _ capably 
analyzed this anomaly as follows But Con- 
gress has seen fit to differentiate between the 


Dec. 6281, 20 BTA 


seller are 


On this point 
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A “‘sale’’ is a name given a fact 
situation having certain identifiable 
characteristics; that another fact 
situation may have the same verbal 
characteristics does not, however, 
insure that a judicial mind 

will so regard it. 


The international char 


study of the 
here Or 
pront 
been 


sale Ss cases are¢ 


acterized. however, not by a 


allocation of manufacturing cost 


abroad against net income ot 


proble ms 


trom 


sales; those 


have easily 


solved. It is the combination of purchase 
than manufacture) and subsequent 
which our law has favored taxwise, 
which has quite naturally come, on repeated 


occasions, to the attention of the 


(rather 


sale, 


Tax Court 


When Is a Sale Not a Sale? 


Not long ago in England, a British author 
“sold” the motion picture and 
publication rights to certain of his works 
to American The sales price 
was agreed to depend upon the number of 


sold 


exclusive 
compant Ss 


copies to be here Before Tax 


our 
(Footnote 42 continued) 

mercantile business and the manufacturing busi- 
ness Profits from the sale of property pro- 
duced within the United States and sold without 
the United States are income partly from 
sources within and partly from sources without 
the United States, but profits from the sale of 
property purchased within the United States 
and sold without the United States are income 
from sources without the United States. Con- 
versely, profits from the sale of property pro- 
duced without the United States and sold within 
the United States are income partly from 
sources within and partly from sources without 
the United States, but profits from the sale of 
property purchased without the United States 
and sold within the United States are income 
from sources within the United States. In other 
words production, but not purchasing, is 
treated as an income-producing factor Thus, 
the 1921 and later acts through the Code 
recognize the contribution of manufacturing, 
if not buying, to the production of income 
they stamp manufacture as a source of income.”’ 
8 Merten’s Law of Federal Income Taxation 
328 (1942) 

43 Sabatini v. Commissioner, 38-2 ustc {% 9470, 
98 F. (2d) 753. See, also, an incisive treatment 
of this problem in I. T. 2735, XII-2 CB 131, 
revoking an earlier and contrary ruling, O. D. 
988. A somewhat analogous, though domestic, 
ease finds royalty payments to be part pay- 
ments on a sales price. Associated Patentees, 
Inc., CCH Dec. 14,440, 4 TC 979. An interesting 
and recent analysis by the United States Su- 
preme Court reaffirms the Treasury position 
that copyrighted works may not be the subject 
of international sale so as to remove income 
therefrom without this jurisdiction. Ct. D. 1722 
1949-2 CB 62: Commissioner v. Wodehouse, 49-1 


International Sales 


Court he later argued that as long as the 
sales took place in England, profit, and thus 
Income, derived 


States; as 


Was 
the United 
able to a 


his « laim, 


trom outside 


Was not tax 


sources 
such it 
nonresident alien Disregarding 
that court denied the 
“sale,” labeled the 
“granting of rights’ to publish property in 
the United States, and taxed the 
in full for income thus received. 


The 


years, 


existence 


of any transactions a 


author 


point of law 1s not a novel one 
tax and civil courts have 


For 
drawn deli 


cate, 1 not between 


sales, 


labels 


upon 


distinct, lines 


leases, mortgages, services and other 


in endless succession Lhe presence 


the international scene of a few such case 
studies in concepts should not surprise us.” 


When we speak of a should be at 
are not talking about 


tangible or 


“sale” it 
once apparent that we 
an entity, visible. 
We are talking about a concept only, and 
which must surely 
mind and from time 
name given a fact having certain 
identifiable characteristics; that another fact 
situation may have the verbal 


insure 


something 


one mind to 


vary from 
to time \ 


situation 


“sale” is a 


char- 
that 
regard it. The 
lawyer and the judge perhaps approach the 


SAalli¢ 
does 


mind 


acteristics 
a judicial 


not, however, 


will SO 


ustc § 9310, 337 U. S. 369, 
U. S. 840 

“In Commissioner wv 
Company, 39-1 usre. § 9263, 100 F. (2d) 988, a 
Philippine corporation engaged in the milling 
and manufacturing of sugar in the Philippines. 
Cane was obtained under long-term contracts 
whereby the planters agreed to plant their land 
in cane for 30 years, and the company agreed 
to mill and manufacture the cane into raw 
sugar As compensation, the company was to 
receive 45 per cent of the sugar milled. In the 
year in question, the company sold its share of 
the sugar manufactured in the United States 
under an asgency contract The company con 
tended that the income received was given for 
personal services performed outside the United 
States. The court, however, held that the com 
pany’s share of the sugar manufactured under 
the milling contracts was received ‘‘as com- 
pensation for its milling services’’ and as such 
constituted income for personal services per- 
formed outside the United States to the extent 
of its fair market value at the time and place 
of receipt. Adopting such market value as cost 
basis (plus the expense of shipment to tne 
United States), it was shown that there was no 
gain from the sale of sugar in the United 
States, and hence there was no taxable income 
from sources within the United States. San 
Carlos Milling Company, Ltd., CCH Dee. 7334, 
24 BTA 1132, aff'd 3 ustc { 1049, 63 F. (2d) 153, 
is a second case treating identical subject mat- 
ter and similarly holding that no bailment was 
created between the growers and millers as to 
the millers’ share of cane milled, but that such 
payments to the millers constituted not a 
“‘sale’’ to them but reimbursement for services 
rendered, Cf. Boekman v. Commissioner, cited 
at footnote 4 


rehearing den. 338 


Hawaiian Philippine 
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zenith ot contronted 


Their 


labe Is ap 


semantics when 


legal 


by these homologous 


fact settings 
trom the 


intrins«€ 


results 


than 


characte more 


vhied differentiation 


trom 
Rudimentarily, all 


1 
trade 


negotiation of drafts, 


acceptances, and even the loaning otf 


mone 


, may be properly regarded as “sales” 


of property, for surely “a deposit of a draft 
of business 
title.” ® 
transactions meet the 


requirements for a sale, 


or check in the ordinary 


has the 
Though 
ve rbal 


fall within the 


course 
effect ot 
these 


transterring 
money 


they do not 


] 


usual concept ot that 


| species 


“ 
ot transaction 


To illustrate Assume an alien here for 


brief period, one specially skilled, let us say, 
in the refinements of petroleum engineering 
His mind’s products have value to our do 
mest 
for his 


mcome 


him 


character of the 


entrepreneurs who 
knowledge Phe 
will depend « 


otter to pay 
ntirely upon the pay 
these 
limitations 


arrangements agreed upon between 


parties—at least within “legal” 


This 


may no 


man may “sell” his knowledge; he 
doubt put it in 
deliver the 


abroad, to the 


written torm as 


“trade secrets” and writing 


either here or buyer or his 


The alien “license” the use of 


his deve lope d 


agent may 
processes patented or un 
patented, and receive royalty within 
the United States 
Again, he may render 


United States tor a tee 


income 
wherever he may go 
“services” in the 
or a salary and thus 
this jurisdiction He« 


lawtully 


earn money within 


may, for example, transfer his ideas 


or patents to a foreign corporation Of a 


favorable domicile, and place the develop 
this W hether 
the vehicle selected will be here approved as 
as labeled, will depend, in final 
close the 


concepts ot the 


ment here through medium 


written and 


analysis, upon how facts actually 


come to the usual terms 

“In Nathan Stein, CCH Dec. 10,858, 40 BTA 
R48. aff'd 40-2 ustc { 9782, 115 F. (2d) 468, the 
income sought to be taxed arose out of trans- 
actions in which a partnership consisting of 
nonresident aliens had participated in the pur- 
chase, negotiation, endorsement, acceptance and 
transfer of negotiable papers, drafts, trade 
acceptances and other choses in action. It had 
loaned money in Germany at a higher rate than 
the rate at which It was able to borrow the 
money in the United States The court held 
that the paper purchased and sold within the 
United States was not personal property within 
the meaning of Se 119(e) of the Revenue Act 
of 1928, although it recognized that paper in 
the hands of a payee at the completion of the 
original negotiation, and as to all subsequent 
transfers with the possible exception of the 
final payment of the paper, no doubt is in each 
instance the subject of sale It held that the 
and transactions in the United States 
in effect, borrowings from which no profit 
Profit, if any, was held to have 


loans 
were, 
was derived 
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employed. The test is, and must no doubt 
continue to be, wholly evidentiary, a fact 
which is apparent from the “normal,” 


the usual 


more 


international sales of physical 


goods cases 


In these cases three basi 


tact Situations 


typically confront the courts in determining 


the taxability of a 


having incidence in 


different national jurisdictions 


sale 


(1) the ale to a buyer abroad of goods 


originating in the United States: 
United States 


goods originating abroad; and 


(2) the sale to a buye 


(3) the sale 
abroad 


abroad of goods originating 





Phe Ca5S€CS been here 


after grouped into these categories 


lave lor convenience 


(1) Sale to Buyer Abroad of Goods 
Originating in United States 

The Dorn case, previously set out in detail,” 
presents a situation in which a 


New York 


purchases 


loreign 


entity accepts in orders trom 


foreign customers, goods in the 


United States through its New York branch, 
then ships the gor title 
until the port 
‘There it 


ds abroad, reserving 


goods reach the foreign 
relinquishes title to the foreign 


customer and a “sale” 


occurs Under 
then and there 
consider 


our 
We 
the conceivable ap 
plication of that most complex among com 
plex doctrines, renvoi,” to further complicate 
the transaction. In 


law, income is 
shall not 


ca4&rnice d 
he ré 


determining local tax 
United States 
with the law of a 
Our Code says that title 
“Seller 


ability, we deal with 


income 
and not 
jurisdiction 
when the 

title 


many 


tax law foreign 


passes 
surrenders all his 
interest to the 


right, 
and buyer,” 
“the 


come to an 


not, as in 
jurisdictions, 
bound by 


when parties are 


having agreement 


been earned in Germany from the lending of 
the money on the credit and risk of its clients 
The court hetd that it did not appear evident 
that Congress ‘‘intended to tax that kind of a 
profit.’ 

“See, for example, Elston Company, Ltd., 
CCH Dec. 11,233, 42 BTA 208, in which the 
court has some difficulty in determining whether 
one of the parties to an international security 
transaction is a ‘‘customer,"’ a ‘‘dealer’’ or an 
‘“‘agent.”’ 

“ The purchase of goods in the United States 
and their sale here is of course taxable to a 
domestic entity and probably taxable to a for 
‘ign entity See footnote 24 

* See p. 360 

” Renvoi A doctrine under which the court 
in resorting to a foreign law adopts the 
of the foreign law as to conflict of laws 
rules may in turn refer the court 
law of the forum."’ Black's Law 
(3d Ed.), p. 1531. 


rules 
which 
back to the 
Dictionary 
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obje ct 


over the and its price, though the 
former has not been delivered, nor the price 
paid.” Laws must have their final resting 
place. If, after our own 


plied, the law of a 


law has been ap 
jurisdiction 


incidence of a 


toreign 
places the taxable sale on 
example, 
that law cannot properly compel our revenue 
law to determine for the same sales trans- 
iction, retroactively, another situs and an 
other standard different that 


has already established 


the acceptance of an order, for 


which 
Our 
extra- 


from 
our own law 
tax law must in this 
effect, if only to determine its 
other conflict of laws’ 
treatment of this problem leads but to the 
most confusing contradiction in terms, 


cepts, 


instance have 


territorial 


own application; 


con- 
time and geography. 

We have seen that not all business in this 
country is taxable business.” The problem 
for Dorn was to remove the situs of 
and thus the source of 
jurisdiction. He 


customers in the 


sale, 
foreign 
did this by selling to no 


income, to a 


United States, carrying nm 
Dorn shipped to 
order bills of 
insured shipments in his own name 
arrived at the foreign 
tended to did, 


V1 purchaser. Contrast 


inventory here; himself 


foreign port, on lading, and 
When 
port he in 
their 


this 


OdaSs 


and in fact transfer 


owne rship to the 


vith M C 
» engaged a few years ago in the 
United 


1oreign 


ompany, a Texas limited partner 


business 
states 


customers.” 


cotton in the and 


Salle to 


ured by nonresident alien mem 


he firm and by foreign agents. were 


sold 


cable tie Wad 


smitted here by 


contracts 
msurance 


n the con 
From the Codigo Ciwil de 
2249, and followed in most 
urisdictions ee, for example, Codigo Civil 
‘olombiano, Tit. 23, Ch. 2, Art. 1857, and Codigo 
( l de la Re 


Lib. II, See 
rit. III 


Pi 60 and 
>. M. 2467 


Vexico, 


Arts 
Latin American 


2248 


( 


Argentina, 


following 

VII-2 CB 188 (1928) In a 

federal district court found that 
part to an international sales transaction 

ntended that 


title 


The court roted pecially 


recent ci » a 


pass in the United States 
that final paymen 
is made tion to the purchaser's 
bank at Francisco of the steamer bill of 
lading ind thi 
freight 


upon present 
San 
it the purchaser 
and wharfage charges In 
» from United States sources 
3-1 re © 9403 (DC Tex.) 


gn Trade Definitions adopted 


agreed to pay 
insurance 
ymie was Nhe i 
field 

American Fore 
December 

‘ Thame d 
l s 237 ( Ss. 19 See Hans Maersl 
266 F. 806, and the state cases cited in G. ¢ M 
2467, VII-2 CB 188 


| S 7 Andrews 


Barry wv. See 


1919 


Versey Insurance Company 1 


also 


Company, 207 t 


International Sales 


tracts of sale between M Company and its 
foreign indicated 
in the cotton was to pass. 


customers when property 
By trade defini 
the terms “c. & f.” and 
their “recognized legal inci- 
which render the seller “responsible 
for loss and/or until goods have 
ship,” and the 
“must be responsible for loss and/or 
thereafter and must take out all 
necessary insurance.’ This accepted mean- 
ing of the shipping terms used served to 
indicate, in the mind of the general counsel 
of the United States Treasury, that title 
passed at the United States port when goods 
were delivered to the ocean carrier 


and 
“S. -& 
dents” 


tion usage, 


have 


damage 


been delivered alongside 
buyer 


damage 


Citing 
the United States Supreme Court as author 
ity,” it was held that the taking out of 
insurance by the purchaser and his risk of 
after left this country pointed 
with certainty to the passage of title within 
the United States 


goods 


loss 


The presumption of delivery, which cost 
M Company a substantial United 
States and which from the 
application of elemental rules of law, would 
not control in 
it clearly 
ment, the 


sum in 
taxes arises 
a case where, by 
appeared that 
remain at 
consignor until arrival 


contract, 
despite the ship- 
the risk of the 
at the point of ulti 
In those words the United 
Court held.” Per 
haps more significantly, it has passed on the 
injustice in the fact that a United 
citizen doing 
what M Company 
would have been taxable 

In National 
Bowers™ the 


corporation en- 


goods 


mate destination 


States Supreme has so 


sceming 


states 


company ™ ot exactly 


what Dorn did, 
hould have done, 
in full on 


and 


income thus earned 


Type Company 

plaintiff was a New Jersey 
“A Western 
ilone would 
credits in the 
‘Cited at 
Tupe 
a New 


Hemisphere Trade Corporation 
probably have qualified for special 
Dorn situation 
footnote 22 In National Paper « 
Company v. Edwards, cited at footnote 22 
York district analyzed the 
problem facing lawmakers in the 
taxing of our export trade, as follows 

The question as to how far it is wise and 
proper to extend our taxing laws to foreign 
corporations that manufacture or acquire goods 
in this country, and sell them abroad, involves 
many economic and_ political considerations 
These are within the province of 
Congress, not the Courts It is perhaps inevi- 
table not only that the rate of taxation should 
vary in different countries but that there 
should be some laps and some gaps in the ad 
justment of the revenue laws of the various 
countries to foreign trade It may happen for 
a time that income from some transactions may 
escape all taxation, while other income may 
have to bear its tax in more than one country 
3ut a nation that attempts to 
far in the direct or indirect 
trade may invite retaliation 


court wisely 


policy our 


peculiarly 


reach out too 
taxation of foreign 
and reprisal 
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gaged in 1924 in New York in the 
otf purchasing personal property 
United States and the sale 
the United States 


this 


business 
within the 
thereot 

Plaintiff's 
business 


without 
entire 


gross 


mMmcowme 


United income tax 
1924, plaintiff there 


eign 


from 
States 


Was subject to 
Likewise 


arevue d, there 


during 


were tor 
corporations 


wholly 
ot the tax on net derived from such 


Wusiness Plaintiff that its 
business and le ) the 


engaged in like business 


which were exempted from payment 


income 
foreign argued 
roreign Corpora 
under exactly the 


circumstances, that the 


tions vere done 


SATTIC 
difference in treat 


ment of domestic and foreign corporations 


il respect to sales in foreign countries 


discrimination and ce 
[w hic h| 


provision ot thie 


Was 
a “hostile 


property 


mhiscation ot 
offends the due 
process of law Kifth 


Amendment.” 


lhe court held that such 
it it could be called that, 


the foreign corporations in 


discrimination, 


Was In ftavor ot 


respect to taxa 


tion of earnings from business done in 


foreign countries. “Clearly as to such busi 
adopt a 


best 


ness Congress may calcu 


this 
subj cts 


policy 
lated to serve the 


country in dealing 


interest ol 
with citizens or 
and properly Say 
from such 


ot another country, may 


that, as to earnings business, 
the toreig 
to the taxation of 
or to that having 
While the Fifth Amendment 
equality ot taxation, it 
apply to 


country 


n subjects or citizens shall be left 


their own government 


jurisdiction of the sales.” 
might enjoin 
has been held not to 
subject matter not within this 
There is benefit, the court held, 
nited States in attracting the activi 
ties and investments of foreign corporations 


to this country 


to the [ 


Domestic corporations have 
the benefit ol 


by the I 


Wrongs nm 


protection ot their 
States and im the 
whatever part of the 
take place lhe 
look to the 


such 


interests 


nited redress of 


world their 


business may foreign cor 


poration must country of Its 
origin for 


United 


required to pay a tax on 
from all 


protection, not to the 


States. “Domestic corporations are 


their incomes 


sources while 


foreign corporations 


are taxe only on 


the | 
that 


mcome trom sources in 


nited States because, to 


repeat, only 


income is earned under the 


protection 


of American laws.” held that 


It was further 


such a tax did not constitute a tax upon 


*See also Neuss, Hesslein 
v. Edwards, 1 vustc © 360, 30 F. (2d) 620, to the 
same effect, and Barclay & Company v. Ed 
wards, 1 ustc © 120, 267 U. S. 442 

do not take up what is meant by a 
side of the United States, merely 
common conception of the term 
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exports, and that this tax distinction made 
by the law is constitutional.” 

The British 
what some 
“activity” 


Timken case®™ 
writers 
test to 


trom 


gave rise to 
have conceived aS an 
determine 
United 
having a foreign destination.” 
ish ‘Timken Ltd., petitioner, 


corporation engaged in the 


source of in 


come sales of States goods 


There, Brit 
British 
manutacture of 
Birmingham, England. In 1928 
Roller 


corporation, 


Was a 


bearings in 
the Timken 
Ohio 


Bearing Company, an 
more than 50 
per cent of petitioner’s stock, whereupon it 


entered 


acquired 


into an agreement with petitioner: 
which provided that British Timken was to 
sell and through 
dealers and occasional 
England, 
British 


company 


service, and 


representatives trom 
Europe 
except in 


distributors 
bearings in and in the 
Either 
orders 


Empire Canada 
might 
for bearings for 


other 


accept and 
ultimate 


execute 
destination in the 
territory, but the 
company obliged to 
to the other Timken an 
10 per cent of the net 

In 1939 
that 


company’s selling 


Was 


notify and 


pay 
amount equal to 


sales price 


Timken became aware 
Australian 
be jeopardized by its 
customers. A 


petitioner 


American 


petitions r’s 


position might 


inability to supply 


system was devised whereby 


American 


orders to 


forwarded 
latter 
customers, 


Timken and_ the 
direct to 
with the 


price to its 


shippe d bearings 


crediting petitione: 
between 
and the usual price 

American Timken 
distributors 
send their 
rimken All 


\merican Timken 


difference petitioner’s 
customers 
charged to petitioner by 
In 1940 petitioner’s 


tomers 


and cus 


began to orders 


direct 
to American shipments by 
were made f. o. b. Canton, 
Ohio, bearings being consigned to petitioner’s 
distributors 


and 


customers, and 


payment 
Timken 
sold to 
American Timken, dictated 
payment to be and stood 
losses It stipulated that 
engaged in a trade or 
United States 
The court, at the outset, found that in all 
title to the 
American 


being made direct to 


American 


Petitioner fixed 


prices on bearings 
its customers by 
terms of followed 
all credit was 
petitioner was not 


business in the 


transactions 
dire ctly 


bearings passed 
Timken to peti 
tioner’s customers, that the collection of the 


American Timken, 


there was no purchase 


trom 


sale S price Was made by 


but that 


within and 


British Timken Ltd., CCH 
TC 880 (1949) 
” See, for example 


Dec 16,992, 12 
Drachsler 
Western Hemisphere 
International Markets 
July, 1952 


Another Look 
Trade Corpora- 
(Dun & Brad- 


at the 
tion 
street) 
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sale without the United States bv petitioner 
\merican held not to be the 
agent of petitioner in the United 
Although the attributable 


to the \merican 


Timken was 
States 
“source” of income 


rimken 
held to be 


determination 


goods trom 
to the customer was 


nited States, the 


question was held not decisive ot 


e of petitioner’s income, A 


prot 


manu 
result 
its product, 


may be the direet 
and sale of 
that 


ot the 


luction 


follow sucl sal con 


mcome Of many 


persons associ vith the sale, such as 


salesmi Nn, buyers, agents and officers whose 


earnings are attributable to 


other considera 


tions and abilities. This is true even though 


the compensation 


l received ay be measured 


amount of sales. “It is the situs of 


or property which ¢ 


t] 


onstitutes the 
] 


pala 


e compensation and not 


tlie sales by which it 1s measured 

Whatever 
payment to 
outside 


be arines Cale 


ritical importance 


arrant the 
as performed 
orders fot 
tne “activities” (services) 


} 


gents m its territory, and 


source ol 


p< tition r’ 


se activities took 


“activities” 


V] pt of 
underly | 


bearn upon the situs 


source of sales income has been an unintended, 
Distributors located in 
Empire, Denmar Arg 


urrency areas have 


Brazil, the 
ntina and 
been 


British 
other soft 
anxious In recent 


years 10 commissions in a 


keep their dollar 


International Sales 


and certainly an unexpected, outgrowth ot 
the Timken case Che tact is that the 
was, as the court 
party to 
Petitioner stood in exactly the 
position, relative to the American 
as would be any independent foreign 
distributor who obtains 


peti 


tloner in this case 


SaVS, 


in no direct 


respect a any sales 


transaction 
same 
seller, 
an order abroad for 
“drop shipment” to a 
customer The distributor, 


an American foreign 
as did the peti 
here, earns his commission at. the 
time lhe 
which in no 
United 


distributor has, 


tionel 


obtains the order, an “activity” 
respect is dependent upon the 
States revenue law of 


through the 


sales Phe 
rendition of 
entitled to, 
securing of the order 
held that 
aliens are in no way taxable here for monies 
performance ot 


nited States 


services, earned, or become 


income through his 


Our law has 


always nonresident 


earned by the 
side the | 


7 rnke Nn Cast 


services out 
Payment in the 
is characterized as “compensa 
under these tacts 
matter of legal 


tion,” not profits, and sale 


held to be a irrelevance 
serving value of work 
United States bank 


accounts of foreign distributors tor commis 


only to measure the 
done The crediting ot 


sions earned is 


frequently practiced by 
The that 
1 

derived trom sources within the 


States can, ol 


domestic exporters.” claim such 


monies are 


United 


course, not seriously 


be maintained 


that either 


a foreign corporation engaged 


In summary, the law is clear 


a domestic o1 
in business in this country may, as to United 


States 


destine d tor abroad, 


until 


goods 


reserve 


title thereto they 


port or 


arrive at a foreign 


and thereby cause a “sale” 
goods to take place outside the 


states In the case of a 


entry, 
of physical 
United 


corporation not 


domestic 


taking advantage of any 


of our Code’s tax incentives, income trom 


taxable to it in full. In the 


case ot a toreign 


such a sale 1s 
corporation formed in a 
may bh. 
brought 
\meri 


whethe1 


favorable jurisdiction, such 


MCcomn¢ 
tax-tree even though proceeds be 
into the United States. The 


can businessman 1s tree to 


directly 
elect 


he does business through the 


cally 
ope favored by our tax 
Western 
He Way 


a toreign 


usual domestt 
through 


such as the 


formed trading corporation o1 
laws, 


| rade 


it he wishes, do business through 


Hemisphere Corporatior 
another 
in Which the law 
(Switzerland, for ex 


corporation formed in 


jurisdiction, preferably one 
stable 


ample) and advantageous both businesswise 


1s politically 


safe place free from the enforced currency ex 
change of their own jurisdiction That large 
balances have been thus built up in this country 
is common knowledge 
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tormil 
tormation ol, toreign 
ot course, make a full 


their activities and 
rard.™ However, the 


identity of shareholders of 


purposes 
domest 
roreigz 

tions doing br 


isiness in this 


been held in the 


sales cases to be a matter 
rally irrelevant if, in admissible at 


tact, 


[he same laws and standards ap 


\ 


letermine the 


source of income whethe 


elling entity be foreign : 


domestu 


(2) Sale to United States Buyer 
of Goods Originating Abroad 


To some it may seem anomalous that a 


foreign corporation have sales agents 


who here 


may 
enter into contracts tor the pur 


from abroad with 


chase of goods to arrive 
out subjecting the from such sales 


to United In Anglo-Mexi- 
can Petroleum Company, Ltd.” the 


pronts 


States taxatior 


petitioner, 


"= Code Sec. 3604 requires the filing of certain 
information by those advising in respect to such 
companies Treasury Form No. 959 has 
designed for this purpose 
*™M Company was a 
wholly owned by a 
which it entered 


been 


foreign corporation 
domestic corporation with 
into extensive agreements 
under which the parent supplied M Company 
with its business experience, ‘‘know-how 
specialized equipment, blueprints, drawings and 
patterns, the services of an experienced engi 
neer, draftsmen and experts, in consideration 
for which the parent was to receive a fixed 
percentage of the foreign subsidiaries’ net sales 
It was argued that ‘‘the American corporation 
who possess [sic] full ownership of the foreign 
corporation can by implication be considered 
their within the United States for all 
intents and purposes their profits come 
home to the American corporation, waich may 
be deemed to be their one principal place of 
business Held: In the opinion of the Com 
mittee the ownership by the American corpora 
tion of stock in the foreign company has 
no particular bearing on the 
consideration The foreign 
American corporation are 
tinct taxable entities.’’ A 
(1921) 

In Hast Coast Oil Company, } A., CCH Dec 
8775, 31 BTA 558, aff'd 36-2 re § 9445, 85 F 
(2d) 322, and acquiesced in by the Treasury 
(1947-2 CB 2), a foreign corporation, petitioner 
was held to have earned income in Mewico from 
sales of oil delivered to the United States under 
contracts executed in the United States regard 
less of the fact that 
the Southern 
tion 

The Tax Court 
about the 


agents 


under 
company and the 
two separate and dis 
R. M. 133, 4 CB 114 


question 


petitioner 
Pacific Co., a 


was owned by 
domestic corpora- 
said in 
identity of 
This corporation was organized under 
the law of the United States, and its cor 
porate entity cannot simply be disregarded 
showing that the controlling interest 
was owned by another corporation engaged in 
a similar business outside of the United States.’’ 
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1948, in commenting 


ownership of domestic 


shares 


upon a 


May, 


1954 e@ 


a British corporation, owned no oil in thie 
United States.” Through New York 
and a selling staff, however, it ob- 
tained orders from the Standard Oil Com- 
pany of New York and others for the sale 
destined for 


large 
otmces 


of oil domestic consumption, 
deliveries to be made to the 
Tampico, Mexico. After gauging the oil 
there, certificates were signed by representa 
tives of both buyer and seller in Tampico 
and advice was cabled to New York, where 
petitioner billed the United States customer 
directly and collected the price 
All contracts were made subject to the laws 
»f New York. Income arising at the point 
of sale (Mexico), and thus from 
without the United States under Code Sec 
tion 119(e), 
the fact that 
were carried on 


buyers at 


purchase 


sources 


was held not taxable despite 


“business activities” 
within the United States 


elaborate 


A foreign corporation is, let us assume, 


represented in the United States by A, who 


European Naval Stores 
at footnote 24 

The following statement appears in Shaw 1 
Quincy Mining Company, 145 U. S. 44 This 
statement has been often reaffirmed by this 
court, with some change of phrase, but always 
retaining the idea that the legal existence, the 
home, the domicile, the habitat, the residence, 
the citizenship of the corporation can only be 
in the State by which it was created, although 
it may do business in other States whose laws 
permit it ‘By doing business away from 
their legal residence, they do not change their 
citizenship, but simply extend the field of their 
operations. They reside at home, but do busi 
ness abroad.’ [citing many cases]”’ 

*In EHxolon Company, CCH Dec. 12,188, 45 
BTA 844, at p. 847, the Commissioner contended 
that different rules should govern foreign cor 
porations than are applied to domestic entities 
in the determination of source of income, The 
Board of Tax Appeals there said that the Com 
missioner had pointed ‘“‘to no reason nor is any 
apparent to us why a sale would imme 
diately be effected if the party agreeing to sell 
was of foreign citizenship but would be deiayed 
until actual transfer of title to the goods where 
such party was a citizen ; 

Cited at footnote 7 rhis case presents the 
same facts as Hast Coast Oil Company, 8S. A 
cited at footnote 63 

“ The owning 
goods physically 
not permit a 


Company, 8S cited 


(warehousing or storing) of 
within the United States does 
sale’’ of those goods to occur 
outside this jurisdiction and consequently pre 
vents income from having a source’ without 
the United States In Laurentide Company 1 
Durey, cited at footnote 4, a Canadian news 
print company hired agents in the United States 
to obtain orders On these orders it shipped 
from Canada goods ‘‘consigned to itself into 
the United States to different points, where it 
hired and paid for storage or warehouse room 

and where it stored them for itself in 
its own name and at its own risk pending de 
livery to the customer stored in like 
manner goods to meet anticipated demands.’ 
All sales gave rise to United States income 
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Foreign goods destined for the United 
States may be the subject of ‘‘sale”’ 
at any geographical point en route. 
Where sale occurs determines where 
income is earned; the situs 


of income determines its taxability. 


\ 
procures ders tor the 


purchase of the 


corporation’s products on a 


commission 
shipped c. i. f. United 
credit estab 
where pay- 
Title to 
purchasers upon 
point 
corporation 


basis Goods are 


tates port against letters otf 


lished in the foreign country, 
ment is made 
the goods 


loading on 


against documents 

passes to the 

board vessels at sailing 

Profits realized by the foreign 
1) 


from such sales transactions are clearly not 
taxable in the United States.” A Board of 
Tax \ppeals decision to the contrary 


reversed by the 


was 
Court of Appeals for the 
District of Columbia in Askanta Werke A.G 
v. Helvering.™ There a German optical house 
maintained an office in Houston, Texas. It 
solicited orders through an agent, who would 
cable Berlin the of the United States 
purchaser he had located and a description 

sought. When written confir- 
mation was received from abroad, the agent 
would transfer the writing to the purchaser 
with an addendum setting forth “Conditions 
of Sale” that 
shipped f. o. b. Hamburg, insurancé 
that port to should be 
covered by the purchaser It furthe: 
fied that the property passed to the pur 
chaser as soon as the goods left the 
that the contract 
law After 


name 


ol coods 


goods would be 


that 
destination 


specifying 


from 


speci- 


factory, 


Was subject to 


German 
several years of adhering in 
practical operations to the terms outlined, 
the agent began to invoice customers “f. 0. b 
Houston, Texas,” 

that title 


properly 


thus negativing the idea 
passed at Hamburg. The BTA 
held that “the nature of the sale 
is determined by what was finally done and 
not by conditions which may have appeared 
in preliminary 
7 Evidence covering 
was not prese nted on 


writings but not adhered 


past shipments 
such vital matters as 
the sales contracts used, 


mation and the 


letters of confit 
named on the 
policies. It was noted by 


indicating 


beneficiary 
marine nmsurance 


the board, as passage ol title 


here, that “the price quoted to the purchaser 


7. T. 1569, II-1 CB 126 (1923) 

6 38-1 ustc 9 9232, 96 F. (2d) 717 
Dec. 9196, 33 BTA 875 

* Citing U. S. v. Andrews, 207 U. S. 229 

’ Although not apparent from the case itself 
the German law then applicable to 


rev'g CCH 


International Sales 


petitioner 


is in the same amount as the total of the 
retail price in Germany, transportation costs, 
insurance and import duty,” and upon con 
flicting evidence, income was held to be 
from sources within the United States. On 
appeal, the held inadequate 
and the case remanded to give the litigants 
opportunity to present additional facts bear 
ing on the true 


entered 


evidence was 


nature of the transactions 


into Che case 


reflects an under 


lying tendency on judiciary 
to recognize that most transactions of this 
type will be subject to the taxation of 
several that “a notion that 
attempts to reach out too far in the direct 
or indirect 


the part of our 


jurisdictions,” 


taxation oft 


foreign trade 


invite retaliation and reprisal.” 


may 


A greater number of 


have found 


cases 
profits from this category of international 
sale to be taxable in full here, invariably 
due to the participants’ failure to pass title 
abroad. Before our tax law apportioned 
and selling profits made by 
a foreign entity manufacturmg abroad and 
foreign companies were taxable 
on all net income from United States sales. 
Richard L. Birkin et al.” well 
this earlier situation and 
insight, too, into the 


manulacturing 
selling here, 


The case ol 
illustrates gives 
rudimental and consti 
tutional considerations which underlie our 
taxing of this income. There 
were nonresident aliens, partners 
resident in England and having an office 
in New York. No manufacturing operations 
were carried on in the United States. In 
1919, Birkin & Company imported and sold 
laces in the United 
$457,000. The cost of thei 
facture, including duties, was $313,000 
Commissioner 


petitioners 


business 


States tor a price ot 


British manu 
‘| he 
asserted that the difference 
between the United States sale price and 
the manutacturing cost plus selling expenses 
was the taxable net income. Birkin argued 
that since manutacture abroad is a factor in 
the resulting sale price in the United States, 
a part of the profit contained in such price 
is to be attributed to manufacture and, hence, 
to be regarded as from a source not within 
the United States, that this amount should 
be the difference between the cost of manu 
facture abroad and the market value abroad 
at the time of exportation. The court held 
that neither cost nor sale price was changed 
because the intervening transportation had 


crossed the boundary between two coun 


rendered it, with a very slight credit, taxable 

in full on all income earned at home or abroad 

German Income Tax Law of August 10, 1925 

Secs. 2 and 3, and as amended in March, 1926 
7! See footnote 57 


Cited at footnote 3 
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tries, that the law of the United 


recognizes no income in the unrealized ap- 


preciation ot 
Such 


states 


value of goods or property 


appreciation is treated as taxable i 


come only when it comes to 


hand as the 
profit from sale 


Petitioner further argued 
that sO } 


much of the profit as represented 


market value abroad is not derived from 


this country, and hence 1s 


capital or labor in 
not United States income 


Held Phe 


not necessarily pre 


a constitutional 


] 


question need 


taxing statute 


vide that capital or labor 


must be itself territorial 
diction of the | 


Since . 


vithin the 
nited 
under our 


juris 


States to be taxable 


law, the conversion of 


capital appreciation mto prt it by sale 1s 


mecome and not capital, and Since in this 


case profit entirely 
United 


simply to tax income 


was acquired in the 


ellect ol taxing it IS 


derived in this 


states, thie 


coun 


try. Sale was necessary to its existence 


and 


was the most recent, 1 ne entire, 


rt the 


source, 


the “indispensable keystone 


Present revenue law 


makes a distinction 


allocation be tween 
pront 


result im the 


and manutacturing and 


and would therefore alter the 
Birkin case by designating the 


cCa&riie d 


selling 


profit there “as derived partly 


and partly 
United States.” 


trom 
within 
without the 
j 


acted 


sources Irom sources 


Birkin & Cor 
both a United 
a local selling agency, and 
these 


was the 
States 


pany concurrently as 
states importer 
a British manutacturer; yet in all of 
functions the sole event” 
United 
should be 
Puerto Rice 


surprising. — 


“taxable 


final point of sz in the 


That the same tax treatment 


accorded citrus fruit grown in 


Id” here is not vet 


buying 


astute activitv on an or 


vields no 
Ki-Ito 


silk Was sold here 


lange profit taxable 


Kwaisha, Ltd..™ 


by a domesti 


Yok ghama 


where raw 


Lunch v. Hornby, 1° uste 
139: Bisney Vacomber, ust 
189 

' Merchants Loan & Trust Company v 
tanka, 1 uste © 42, 255 I S. 509 

To the same effect are the following cases 
Tootal Broadhurst Lee Company, Ltd. 1 
missioner, 1 wst ¢ 350, 30 F (2d) 239 
den, 279 U. S. 861 
Ltd., CCH De 
Estate 1 


Smee 


Com 
cert 
Brookfield Linen Company, 
i817, 15 BTA 168 sillwiller 
Commissioner, cited at footnote 41 
and a fortiori as to raw goods’ purchased 
abroad, converted into the finished product in 
the United States and sold here. Burk Brothers, 
cited at footnote 41 
* Code See. 119(e)(2) 
Code in 1921 
Porto Rico Consolidated Fruit Company, 
CCH Dee. 5210, 16 BTA 778: but AAA payments 
to a foreign corporation operating in Puerto 
made for reduction, constitute 
income from sources without the United States 
I r. 2976, XV-1 CB 138 Contra is Stafford 4 
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first appearing in the 


Rico 


acreage 


May, 


1954 °@ 


agent before its actual purchase by peti- 
tioner in Japan, this rule was reaffirmed with 
the BTA disallowing buying commissions 
offset to in- 
United States 


independent com 


allegedly paid in Japan as an 
come trom sources within the 
In that 


modity 


case, ostensibly 
brokers, acting solely on behalf ot 
petitioner and having offices in New York, 
were held to be “agents” of petitioner though 
petitioner did no own 
The close relationship between the 
two parties was held sufficient to ascribe to 
the Japanese principal a “presence” in the 
United States, even apart from its occasional 
silk here 


name Ot a 


business here in its 


name 


ownership ot 
house in the 


“stored in a ware 


bank, pending de 


livery to the purchaser 


It is, of course, old law that an executory 


contract to sell goods is not a sale: ™” in the 


Yokohama case neither the 


of a buyer nor the 


broker’s location 
execution of the 
ment to sell silk was a taxable event 
occurred and income 


ALTCE 
\ sale 


when the seller 


arose 


(or his agent), having retained the owner 
ship of goods through the use of that 
familiar of title documents, the 


transferred the 


Host 
bill of 
nited 
incidents 


order 
same to the | 


his agent 


lading 


Legal 


States buyer or 
of that title instrument have 


on countless 


been delineated 
OcCasIONsS 1! probably 


national yur isdiction 


every 


“The universal rule is that 
symbol of 


a bill of lading 


is a therein 


property mentioned 


as having been received 


for transportation, 
and when properly transterred, will operat: 
to pass the title to the ¢ 
is effectually as though a bill of sal 


and the goods 


roods while in transit 
had 
made themselves 


delive red ro 


bec nN 


Yokohama made no attempt to “properly 


transfer” the order bill either in Japan or in 


Company, Inc 
F. (2d) 42 

* Cited at footnote 3. On analogous facts, a 
holding to the contrary was reached in Rose M. 
Cadwallader, Bara CCH Dec 17.136 is Fc 
214 (1949). 

' Theodore J 
1099; Number 


Pedrick, 48-2 ws1 * 5928, 171 


Swift, CCH Dec. 6378, 20 BTA 
Nine Plantation, CCH Dec. 974 
23 BTA 974; G. Allan Hancock, CCH Dec. 7444 
25 BTA 607. See Lucas v. North Texas Lumber 
Company, 2 ustc © 484, 281 U. S. 11, and the 
landmark case of East Coast Oil Company, 
S. A., cited at footnote 63 

"9 American Jurisprudence 690, Sec 140 
cited in Hercules Powder Company 1 State 
Board of Equalization, 208 Pac. (2d) 1096 
(Wyo.), at p. 1104. The Hercules case sets forth 
in expository form many of the basic American 
authorities which uniformly hold this to be the 
law Another most excellent treatment of the 
subject under English law, father to our own 
in this field, appears in 2 Encyclopedia of the 
Laws of England 283, and following 


TAXES —The Tax Magazine 





Foreign corporations are subject to 
no United States tax on goods 
sold outside, though destined for, 
the United States. 


other jurisdiction 
States and consequently 
taxation here his selt-infliction of tax is 
not unlike a celebrated which the 
litigants stipulated that merchandise 
the Philippine 
United States 


absolute 


some without the United 


subjected itself to 


case in 
from 
“sold” in the 
“Subject to confirmation and 
control 
branch,” 
Court in 
ot the 


Islands was 


by petitioner’s Philip 


pine thereby leaving the Supreme 
doubt as to the facts and intentions 


parties.” 


\s significant a lesson as can be learned 
from the sales cases is that their outcome is 


a matter primarily of 


evidentiary concern, 
with the details of each transaction compos 
ing an entire picture which, in final analysis, 


the court will having 


specific temporal and geographical qualities 
\ bill of lading, though 
senting physically 
United States, despite the 
bills of 
would no doubt be held for tax purposes not 
to effect 


describe as a “sale” 


to order, repre- 
situated in the 
unequivocal law 
referred 


goods 


covering lading 


to above, 


a Canadian “sale” merely on evi- 
dence of its transfet 
Canada.” It is the 


sum ot the tractions, 


from seller to buyer in 


entire transaction, the 
the appearance of all 
ot the facets taken together, upon which the 


judicial designation of “sale” rests and which 


has been labeled by the ‘Treasury the “sub 
stance” of 


Though surely not 
“entitled 
in ascertaining when, and conse 
where, 


ot a transaction 


controlh a the time ot payment 1s 
to weight” 


quently title passes;” despite a deci- 


sion to the contraryv,™ the 


where 
payment is received has been noted in suff 
cient 


place 


instances to warrant at least some at 
Compania General de 
v. Collector, 279 U. S. 306 
*: Ardbern Company, 
41-2 ustc § 9533, 120 F 
Brown Lumber Company, cited at 
32, at p. 731, citing 1 Williston on Sales at p 
152; time of sale was held of no importance, 
however, in the Yokohama case, above. 

** ‘Source, as used in the Regulations, is not 
restricted to the place where payment is made 
since the place of payment may be arbitrarily 
selected without relation to the nature of the 
transaction and is not indicative of source.’ 
O. D. 651, 3 CB 265 Followed in Hast Coast 
Oil Company, 8S. A., cited at footnote 63 

“ Briskey Company, CCH Dec. 8400, 29 BTA 
987, at p. 991, recounts a situation where orders 
were received in the United States, but were 
then sent on to a branch in India 

In our opinion the sales were effected in 
India It was there that the goods first came 


Tabacos de 


Ltd. wv 
(2d) 424 


Commissioner, 


footnote 


International Sales 


Filipinas 


tention. order is 


Where the received has 
been held not to effect a sale,” and we may 
“discard as without significance the circum- 
stance that negotiations leading to, and the 
execution of, the agreements, transpired in 
this country” ”™ or in 


any other country 


figuring in an international sales transaction. 


Although reason to the contrary may well 


exist on a broad legislative policy basis, 


there has been to date no judicial statement 
to the precise effect that the extent of “ac- 
tivities” of a corporation, either at home or 
abroad, 


forms an criterion § for 


judging where a sales transaction involving 


unerring 


physical goods has occurred. 
ment of the 


“The ship- 
and the forwarding of 
the documents” have been characterized as 
“the final essential to the sale” in a 
case where Ronrico rum was shipped to the 
United States from Puerto Rico under order 
of shipper bills of lading.“ There, although 
bills of lading and insurance policies were 


goods 


acts 


taken in the name of the shipper, the court 
deferred to the circumstance that sales wer« 
made on ac. 1. f. basis, and held the sales to 
have occurred in Puerto Rico on the basis 
of the title at port of 
origin” implication of that term. The reten 
tion of title in the indicated by the 
shipper’s order bill of lading and insurance 
policies was explained as having been “fol 
lowed only tor the purpose 
to the seller The places ot con 
tract, of delivery and of payment, and the 
terms of the 
traneous 


usual 


“passage of 


seller 


of giving some 
security 


agreement, as well as “ex 


may all have a 
situs of a “the 
ultimate goal of the examination of all such 
considerations is to ascertain when 
where the title to the goods passes 
to the buyer.” ™ It is clear 
this 
rather 


circumstances,” 


bearing on the sale, yet 


and 
from the 
sellet from the 


cases in following, as 


category, they 
that the 


the accurate 


do, a consistent 


bills of 


pattern, 
discreet use of lading, 
into possession of petitioner, through its 
branch; there that the goods were appropriated 
to the contract; there that the price to the pur- 
chaser was fixed. The final acts consummating 
the sales were performed in India, and in this 
respect there is a close analogy to the case of 
Compania General, etc, v, Collector, 279 U. S. 
206. In that case . , the Supreme Court 
says that if ‘the contirmation was, in each case, 
given by the Philippine branch direct to the 
buyer, or was otherwise the final act consum- 
mating the sales within the Philippine Islands’ 
then ‘the final acts of petitioner making effec- 
tive the sales, which were the source of profit, 
took place in the Philippine Islands as an 
incident to and part of its business conducted 
there’ = 

““ Ronrico Corporation, cited at footnote 29 

744 BTA, at p. 1135 

* Kast Coast Oil Company, 8S. A., 
footnote 63. (Italics supplied.) 


cited at 
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naming of and the 


thoughtful arrangement of details surround- 
ing the basic 


insurance beneficiaries 
agreement of buyer and seller 
can jointly insure that the title to physical 
goods actually shipped will pass at the time 
and place the parties intend.” 


destined for 


In summary, foreign goods 
the United States may be the subject ot 
“sale” at any geographical point en route 
Where sale occurs determines where income 
is earned; the situs of income determines its 


taxability. Foreign corporations are sub 
ject to no United States tax on goods sold 
outside, though the United 


states; domesti corporations aré 


destined tor, 
taxable 
on sales income earned anywhere, but may 
receive their income 
has a geographical source and character fall 
ing within our tax-incentive 


ferred to earlier herein 


certain tax credits if 


legislation re 


(3) Sale Abroad of Goods 
Originating Abroad 


If goods remain abroad from the moment 
ot purchase to the point of transfer of their 
ownership to a foreign buyer, the case for 
United 
all. In Exolon 
that, 
ods were manufactured in Can 
sold “f. o. b. Thorold, ¢ anada” to 


and buyers, the 


their sale’s occurring outside of the 
states 15 perl ap 
Company ” 


although ge 


Strongest ot 


the Commissioner argued 


ada and 
English 


must be 


German “sale” 


considered as taking place in thi 
United States because orders were received 
and 


this 


accepted here. In squarely 
theory, the Board of Tax 
affirmed its position that “the 
is where the 


rejecting 
Appeals re 
place of sale 
title to the personal property 
passes to the 


that the 


purchaser,” and emphasized 


execution of this 


contracts in 
s World Trade Conference Pa 
pers, 19 article entitled ‘‘Manual 
on the Organization and Operation of Western 
Hemisphere Corporations,’’ by Russell Baker 
It is perhaps the most authoritative work yet 
produced which deals with the practical aspects 
of operating these trading or mercantile com 
panies which must locate the source of their 
income without the United States. An interest 
ing and informative several articles 
on the financial and documentary procedures 
appliceble to both domestic and foreign corpo- 
rations doing international trading, appeared 
in the June, 1952 and June, 1953 editions of the 
Exporter’s Digest magazine These articles 
were written by Mr. O. A. Jackson, of the 
Continental Illinois National Bank & Trust 
Company of Chicago, a recognized specialist 
in this field 

"Cited at footnote 64 

"Guy Livingston, CCH Dec 
TCM 943 (1945) 

“ There appears to be some reason to believe 
that the geographical scope of Sec. 109 may 
shortly be enlarged by Congress to encompass 
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Notre Dame 


carries an 


series oft 


14,805(M), 


May, 


1954 °e@ 


country is without significance in the pro- 
duction of taxable income. Receipt of pay 
ment in, and billing from, United States 
points affected the situs of these sales in no 
way Neither did it make any difference 
in the uniform application of these laws, 
whether the selling entity was a domestic or 
a foreign corporation 


United States business people trading en 
tirely abroad subject their corporate profits 
to taxation here by virtue of the domestic 
identity of their corporation. A domestic 
corporation which buys shrimp in Mexico, 
for example, for sale in Brazil, will pay in- 
come tax here even though the shrimp sold 
within 
firearms in 


never geographically pass this ju- 
South 
sale to Great Bri- 
tain will yield profits taxable to a domestic 
entity, but foreign entity 
doing this identical business even though the 
latter be otherwise active in this country 


Purchasing 
and Central America fot 


risdiction 


free of tax to a 


The desirability of utilizing the foreign en- 
tity in this 


doc Ss not 


type of international commerce 
depend upon any statutory geo 
graphical preference such as that presently 
shown this hemisphere by Section 109 of our 
Code.” Whether such profits are to be 
taxed to such a corporation will depend 
primarily upon the law of the jurisdiction 
in which the corporation has been tormed 
The use of Panama for purposes of incorpo 
ration has for years been noted, particularly 
in the case of transportation companies do 
ing an international business. ‘That jurisdic- 
tion has been resorted to because its income 
tax law taxes only 


income within 


the territory of the Republic of Panama.” 


“earned 


Similarly, the jurisdictions of such countries 


as Venezuela,” Denmark.” Ber 


Canada,” 
the Eastern Hemisphere also, thereby render 
ing that section applicable to trade throughout 
the world; however, H. R. 8300, now pending 
before Congress, contains certain novel con- 
cepts which, it is believed, will severely curtail 
what is referred to as United States ‘‘tax in- 
centives’’. within the Eastern Hemisphere 

Panama Income Tax Law Number 52, as 
amended, Art. 1 

"There is created one tax which all per 
sons or societies shall pay for the net disposable 
incume obtained by virtue of economic activi- 
ties performed or properties situated in Vene- 
zuela Ley de Impuesto Sobre La Renta, 
Cap. 1, Art. 1. 

Secs. 71(1)-(4) of the Income Tax Act of 
the Dominion of Canada (Foreign Business Cor 
porations) exempt from taxation income of 
domestic companies from operations carried on 
outside Canada and otherwise meeting certain 
minimal requirements 

“Under Danish law, an amount correspond- 
ing to 5 per cent of the share-capital of a 
Danish limited company is free from income 
tax; above that amount, upon proof by such a 
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muda™ 
others, 


and, it 1s Liberia, among 


have witnessed the local incorpora- 
many limited 
destined for use in 


said, 
tion of liability companies 
world trade. Selection 
of a jurisdiction for incorporation will fre 
quently not only depend upon the local law, 
but also upon the tax conventions to which 
that jurisdiction party. These 
international tax agreements may seriously 


may be a 


affect business transactions with parties lo 
cated in countries which have 


agreements 


entered into 


such jurisdiction of 


with the 
proposed incorporation 


CONCLUSION 


At a time in our history when 
competition for international sales has reached 
an almost 


economic 
critical stage,” the 
which gloss the necessarily 
legislation in this field, may well be 
among the implements of our 


international 
sales CasSCS, 


scanty 


regarded as 


commercial arsenal They 


foreign trade by repeatedly vindicating bona 
fide attempts at utilizing our national tax- 
incentive legislation; they equalize American 
tax disadvantage in exempting from tax, 
income from foreign sources earned by a 
foreign entity though it be owned by our 
own nationals. 


promote our 


They have witnessed and 
encouraged the increased flow of American 
goods abroad 
The concepts ot 
title,” of 
the embodiment, 
critical and 


“source,” of “transfer of 
which 
have 


“sale,” of these cases 
survived the most 
analysis.” They are 
strong in their flexibility to meet the novel 
situation capably. The probability of their 
permanence in our law 1s enhanced by their 
recognition of the fallibility of 
coded law to meet the infinitely varying fact 
pictures which appear in the 


kaleidoscope 


I 


are 


continuing 


intrinsic 


international 


[The End] 


business 


DOUBLE VIEW OF DOUBLE TAXATION OF DIVIDENDS 


In an article appearing in the March 
edition of The Commercial and Fi 
nancial Chronicle, Neil Carothers, dean 
emeritus of the School of Business Ad 
ministration at Lehigh University, held 
that the 
not levy 


5 


ideal federal tax system would 
taxes on corporate earnings 


The only tax wouid be 


that on per 
properly adjusted to a 
The article, “The 

maintained that such a 
plan, although ideal, is not possible in 
our present economy. The only 
ible alternative been to 
individual 


sonal incomes, 
fair scale. Tax on 
Dividends,” 


feas 
r¢ duce 
“This the 
House Committee proposed, with sense, 
patriotism,’ Mr. Car 


has 


dividend taxes 


courage, and 


ners said. 


‘J he 
reductions, if passed, 


0 


author these 
will have a marked 
Chere will be 


incentive for stock investment 


maintained that 


effect on our ec 
added 


even thoug]l 


onomy 


still face over 
stoc k 


Sto kholders 
, , 
he total number of 


,and with such an 


ncrease 


(Footnote 96 continued) 
company that a part of its gross income arises 
from activities abroad, the corresponding part 
of its net income is rendered free from tax 

*" Bermuda does not tax corporate or 
vidual incomes. See, for example, Hay v 
cited at footnote 32 

*“ A report to the United States Senate Com- 
mittee on Banking and Currency filed January 
18, 1954, illustrates the trend of the day A 
committee consisting of members of Machine 
Affiliates, Inc., ‘An Affiliation of Twenty of the 
Foremost Non-Competitive Machine Tool Build 
ers in the United States reported that ‘‘a 
great portion of their former markets in 


indi- 
Com 
Mmissioney 


International Sales 


increase our system of tree 


should benefit greatly 


enterprise 


An opposing view was presented by 
Louis Hollander, president of the New 
York State CIO Council, in a letter 
in the March 24 New York Times 
Mr Hollander charged that the bill 
submerged economic 


national needs 


“in favor of special demands of special 
interests.” 


To back up his charge that the new 
Code provision for reductions in divi 
dend income taxes favors a minority of 
wealthy families, Mr. Hollander stated 
that 92 per cent of the 52 million 
American families own no corporation 
Of the 52 million families, 335,000 

or less than 1 per cent 
cent of all 


other 


stock 


own &0 per 
“The 


families con 


corporation stock 


seven per cent ot 


mainly ot 


sists owners of only one 


or two shares of corporation stock, for 
whom the reduction in dividend income 


would be 


taxes virtually 


meaningless.” 
Europe are practically lost to them, that China 
and most of the Orient is also closed to them 
and that the only important machine 
export markets that they can look to 
future are Latin America and a few of the 
other remaining free countries of the world.”’ 

” A series of two articles by Professors Sur- 
rey and Warren which appear in the March and 
May, 1953 issues of the Harvard Law Revieu 
describes their work tn rewriting the Internal 
Revenue Code as a project of the American Law 
Institute After considering all the 
possible alternatives and their 
culties, the present title passage 
tained.’ 


tocl 
in the 


various 
inherent diffi 
test was re 
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Judicial 
Policy 
The Courts Take Contingencies Seriously 


in Interpreting the Claim of Right 


Doctrine and the Tax Problems It Poses 


If the Buyer Retains a Portion of 


es THE CONVENIENCE of the tax In this respect we are not dealing with 
collector, the courts have established the the question of reserves and deposits*® nor 
so-called “claim of right” doctrine. North with the Logan doctrine,’ which clearly es- 
American Oil Consolidated v. Burnet’ states tablished that receipt of a consideration of 
that income received under a claim of right unascertainable value, for example, a con 
and without restriction as to its disposition tractual right, does not result in a closed 
is taxable income when received and that, transaction Today, with changing eco 
if it 1s repaid later, the taxpayer is entitled nomic conditions that have created a buyer’s 
to a deduction only in the year of repay market in many lines, this buyer will be 
ment Each accounting period stands on inclined to retain portion of the contract 
its Own merits. Each taxable year is an price not only in order to assure performance 
entity by itself in spite of any accounting by a contractor, but, if the buyer buys 
principles. This doctrine is “now deeply installment paper, to secure payment by 
rooted in the Federal Tax System.” ? third persons. The buyer wants to reduce 


his risk 


to hardships and inequities. The courts In all these cases an element of con 


Naturally, such a vigorous principle leads 
, t l I 


have tried to remedy the situation by in tingency enters into the picture. How far 


terpreting the facts, especially if money was ‘oes it influence the taxability of the re 
temporarily received by mistake,® or in case tained portion of the contract price 

of embezzled funds,* but as a whole all tax 
decisions have upheld the claim of right 


Retained for Performance 
doctrine 


The cases dealing with the portion of 


Che legal principle, therefore, 1s to be contract prices retained in order to guar 


observed But it is the imterpretation of antee performance of the contract, and of 


facts, the factual determination whether the maintenance and repair, show a striking 


. ord 
taxpayer has uncontrolled use or dominion — pattern. In all cases the Commissioner was 


of funds, that is decisive The rule an consistently trying to include the retained 


portion in the income of the taxable year. 
supra, requires a receipt without ‘restriction Che Vax Court might 


nounced in North American Oil v. Burnet, 


side with him, but 
the courts overruled him constantly 


” 5 


on use’ as well as under a claim of right 


13 ustc § 943, 286 U. S. 417 (1932) *Supreme Court in Edwin E. Healy et al. v 

2 As stated in U. S. v. Lewis, 51-1 uste § 9211 Commissioner, 53-1 ustc © 9292, 345 | S. 278, 
340 U. S. 590, 592. See the exhaustive enumera- 1953-1 CB 68 (Ct. D. 1756) 
tion of cases by J. K. Lasser, ‘When Does the *See the detailed discussion by John C 
‘Claim-of-Right’ Rule Treating Income Not Bruton, ‘‘Reserves and Deposits,'’ TAXEs, Sep- 
Work?" 88 Journal of Accountancy 336 (1949) tember, 1953, p. 697 

'Gargaro v. U. 8., 49-2 uste § 9451, 73 F 7 Burnet v. Logan, 2 ustc % 736, 283 U. S. 404 
Supp. 973 (Ct. Cls.) (1931). The time for reporting gain is deferred 

*Commissioner v. Wilcox, 46-1 vustc 9188, until the taxpayer has recouped his cost basis 
327 U. S. 404 
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yf the Contract Price 


By ARNO HERZBERG 
Certified Public Accountant 
Newark, New Jersey 


In Mead ( Company® it 
held that amount nevet 
theless accrued income to the contractor 
The Tax Court abandoned this rule in 
Cleveland Trinidad Paving Company (Ohio) ,* 
and its decision 


onstruction was 


any retained was 


was affirmed.” The circuit 
court considered the obligation of a munici 
pality that had 
assure propet 
not income, but 


until the 


retained money in order to 


maintenance of paved streets 
only a contingent 


period ot 


promise 
guarantee had 
expired “The tact that the taxpayer kept 
its books upon the 
not require it to 


to pay 


accrual 
that 


basis does 
accrue which is but 


contingently earned.” 


The Commissioner has 


upset this rule and even in 
1953 has appealed in U. S. v. D. Allan Hay 


many 


times at 


tempted to 


mon” a reverse decision 


The /larmon case involves a contract ac 


cording to which the could 
which would 
upon final 
during 1943 
The final audit of the contract was made in 
1944 The Commissioner tried to tax the 
1943, but the Court of 
Fenth ¢ upheld the 
that 


retained 


government 


retain 30 per cent of a fixed fee 


be paid to tl contractor only 


acceptance oft the work done 


retained portion in 
Appeals for the 


decision of a 


ircult 


lower court and ruled 


taxes will have to be 
in 1944 


contingent promise 


paid on the 
vhen it ceased to be a 


to pay 


‘CCH Dec 1165, 3 BTA 438 
*CCH Dec. 6310, 20 BTA 772 
93 stc © 1006. 62 F. (2d) 85 (CCA-6, 1932) 
John Graf Company, CCH Dee. 10,590, 39 
BTA 379, 384: Edwards Drilling Company, CCH 
Dex 9561, 35 BTA 341, 345 (1937) Standard 
Paving Company, CCH Dee. 17,204, 13 TC 425 


1443 (1949) 


lf Buyer Retains Portion of Contract Price 


All these decisions show that the courts 
take contingencies very seriously. If doubt 
exists whether income will be received, this 
doubt may be so that 
right to receive. But if there ts any question 


whether doubt exists, the Commissioner will 


strong there is no 


always prevail 


It seems that the Commissioner has now 
finally given up his fight against the inter 
pretation of the right doctrine as 
given by the courts. He 
nounced his acquiescence to the Tax Court 
Corporation™ and Charles 
In both cases construction con 
tracts the government were involved 
that were not considered settled until final 
acceptance of the buildings. Profits, the 
holds with the Tax 
Court, are not accruable in the year of per- 


claim of 


regular has an- 


decisions in Globe as 


F. Dally." 


with 


Commissioner now 
formance where the final price was not set 
tled, or portion oft 
contract was 
return for the 


amounts due 
withheld, until 
performance 


under the 
after the tax 


vear was filed. 


Retained for Security 


Rising consumer credit, hard money and 
existing uncertainties have created a situa 
tion in which most finance companies have 
resorted to some self-policing methods. Re 
strictions to credit have been 
retained from the time of the Office 

Stabilization. Many 


banks, 


consumer 
largely 
ot Price 


pani Ss, especially 


finance com 
only buy install 
ment paper from a dealer if one third of the 
sales price has been paid down by the con 
sumer-buyer. If this requirement has not 
finance buys the 
only if the agrees that the 
finance retain the difference be 
tween down-payment and one third of the 
price 


been met, the company 


notes dealet 


company 


sales between dealer and 


consume! 
buyer. In other words, the finance company 
remits to the dealer 
thirds of the 


though the 


only an amount up to 
price, al 
financed amount might be more 
This means if a car is $2,400 with 
$1,800 financed by the buyer, the finances 
company would pay to the dealer only $1,600, 
keeping $200. 

This 


back” in the trade 


two original sales 


sold or 


retained “hold 
Against these holdbacks 
cars repossessed are charged with the 


amount originally held back. Other 


amount is called a 


any 


losses 


1253-2 ustc © 9479 (CA-10) 

3CCH Dec. 19,644, 20 TC 
1953-26 IRB 

“CCH Dec 
1954-1 IRB 


19,837, 20 





due to defaults are deducted from the hold 
backs that form a pool to secure any lia 
bilities the dealer might have from the sale 
of notes towards the finance company. En 
tirely different f the holdbacks are the 
so-called ’% These reserves art 
the 
ceives for selling notes to the 
he 


charge the customer 


trom 
“reserves.” 


nothing but a 


commission dealer re 
finance com- 
the 
can become 
additional income to the dealer, while the 
holdback is part of the sold to the 
finance company,” namely, part ol the fi 
nanced Both reserves and holdback 


are subject to quite different arrangements 


pany reserve 1s part of! inance 


pays It 
note 
amount 


and, therefore, have different tax problems 


The failure to make such a distinction has 


resulted in quite some contusion Court 
called a re 
holdback, and 


pertaining to hold 
the taxability 


and authors™ have 


what 


decisions 


serve actually a 


was 


have quoted decisions 


backs in 


ol reserves 


order to decide on 


\ typical example of this is the classical 


case which has been heavily relied upon in 
all subsequent decisions of the Tax Court 
Shoemaker-Nash, Inc.™ calls a reserve what 
holdback As in our the 
sold installment paper to the finance 
which portion of the 


price, 


we term a case, 
de alert 
company retained a 
paying it to the dealer 
when the notes were paid in full by the cus 
tomer On the books the 
trom the finance 


Other 


original sales 


dealer’s only 
amounts actually received 


company were shown amounts ex 
ceeding these payments, but retained by the 
were carried in a 
The 


company did not have the 
uncollectibl 


finance company, memo 
that 
right 


hold 


randum account indications are 


the finance 
to chara notes to the 


back account 


\ppeal 


retained portion 


Board oO! lax 
that the 


ver ording to the 


it was not shown 


of the sales price “will not become col 


ectible when due or that its collection in 
the future is improbable 


Arno 


Dealers 


Problems of 
Financing,’’ 90 


Herzberg, ‘‘Accounting 
Reserves in Installment 
Journal of Accountancy 330 (1950) 
which the purchaser's con 
a finance company by the deale: 
ind independent from the contract 
between dealer and purchaser Anyv sale of 
installment paper contains in itself the 
for a return of profit and loss. Packard Cleve 
land Motor Company, CCH Dec. 4577, 14 BTA 
118 Miller Trimmer Company, CCH Dec 
9017, 32 BTA 931 (dismissed CCA-3, 1937), witl 
quotations from FB. EB. Chapman, CCH Dee 
6028. 19 BTA &78: Lucius H. Elmer, CCH Dec 
6716, 22 BTA 224, aff'd 3 wstce © 1114 (CCA-2) 
Duram Building Corporation, CCH Dec 
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In a period where repossessions are mount- 
ing, and conditions 
flexible and uncertain, we 


tend to be 
could cite Shoe- 
maker-Nash as authority that a certain per- 
centage of the holdbacks never reach 
the dealer because they are applied against 


economic 


will 


repossessions or other liabilities for which 


the dealer is held responsible by the finance 
company. 


Matti- 
above all 


Moreover, we could use Keasbey « 
son, cited at footnote 19, and 
Ernest G. Beaudry™ to lend 
to our reasoning. 

In both courts the fact 
that the right to ask for 
the retained money, that there was no defi- 
nite obligation of the 


more weight 


cases the stress 


taxpayer had no 


finance company to 
pay the holdback because the retained monies 
losses on notes “a 


were to cover 


The finance company had agreed with the 
Keasbey & Mattison Company to pay to 
out of the holdbacks all amounts in 
excess of 10 per cent of the notes discounted 
for the year the 


them 


and entire amount on 


termination of the relationship between dealer 
and finance company 


Since there was no 
per cent in the 
Appeals for the Third Circuit 
part of the reserve was ac- 
income. Whether the taxpayer 
would ever a fixed right to receive 
anything trom the holdbacks was contingent 
and unascertainable throughout the year. 
It is the right to receive and not the actual 
receipt of an 


excess of 10 taxable year, 
the Court of 
stated that no 
cruable 


acquire 


which determines 
whether it is accruable or not, but the right 
to receive must fixed 
the right have 
There its and the 


amount 


before 
1 22 


have become 


can be said to accruec 
dealer 
monies with 


They are not considered his although 


right 
use of the 


no claim of 
does not get 
held 
the finance company might have a separate 
account for 
backs 


bank is 


any 


all transactions involving hold 
However, the finance 
with this 


even get any 


company or 
and the 


interest 


[The End] 


working money 


} 


le aler qaoes not 


23 BTA 796, rev'd 3 ustc § 
worth-Washburn 
BTA 140, aff'd 3 ustc $1167 (CA of D 
BE. G. Robinson, CCH Dec. 8174, 28 BTA 
rev'd 4 ustc © 1363 (CCA-9, 1934) 
Lately. E. Roy Daniell 
stallment Dealer Finance 
of Accountancy 201 (1954) 
*CCH Dec. 11,009, 41 BTA 417 
As quoted in Keasbey & Mattison Company 
S., 44-1 ST £9189, 141 F. (2d) 163 
A-3) 
CCH Dec. 11,671-D (BTA memo. op 
' Case cited at footnote 20 
2 Spring City Foundry 1 


stc © 1276, 292 U. S. 182 (1934) 


1139 (CCA- 


Company, CCH Dec. 7372 


Taxation of In- 


teserves,”’ Journal 


1941) 


Commissioner, 
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Should One Use a 
Maximum Marital-Deduction 


Formula Clause? 


The Use of a Formula Clause 
for the Marital Deduction 


By ALBERT MANNHEIMER, HENRY L. WHEELER, Jr., and JOEL IRVING FRIEDMAN 


Printed by permission of 
Bobbs-Merrill Company, Inc., from 
the forthcoming book 

Basic Estate Planning. 


DISCUSSES (1) when 
what extent the estate tax marital 
deduction should be used and (2) the argu 
ments for 


T HIS ARTICLE 


and to 


and 


against marital 


deduction formula clause 


using a 


WHEN AND TO WHAT EXTENT 
MARITAL DEDUCTION SHOULD BE USED 


In deciding when and to what extent to 
use the marital deduction, among the points 
to be considered are 

(1) The estate tax effect 

(2) The income tax effect 

(3) Whether the tax 


to enough to warrant 


will amount 
giving the wife the 
dispose of the property 
qualifies for the 


Saving 


power to which 


marital aeduction 


These three points will be considered 


separate ly 


Estate Tax Effect 


Assume the husband’s’* estate is $200,000,’ 


and is entitled to the maximum marital] de 


duction, namely, $100,000 It is 


1We shall follow the custom of using the 
word “‘husband’’ to mean the spouse who dies 
first and the word ‘‘wife’’ to mean the sur 
viving spouse 


easy to 


Marital-Deduction Formula Clause 


compute the savings attributable to the 
marital deduction so far as his estate is 
concerned. Without any marital deduction, 
the gross federal estate tax (that is, the tax 
before the 80 per cent credit) on an estate 
of $200,000 would be $32,700. However, 
allowing for the $100,000 marital deduction, 
only $100,000 will be taxed, and the gross 
federal estate tax on $100,000 will be only 
$4,800. The estate tax reduction attributable 
to the marital deduction at the time of the 
husband’s death, therefore, will be $27,900. 
This reduction comes at the outset—in other 
words, at the time of the death of the 
husband, the spouse first to die. Therefore, 
it will be referred to as the “tuittal reduc 
tion.” However, the initial reduction repre 
sents the most that can possibly be saved 
by the use of the marital deduction In 
many over-all reduction will be 
less because property that qualifies for the 
deduction in the 


cases, the 


marital husband’s 


estate 
may be taxed later on as part of the wife’s 


estate. “Over-all reduction” 


means the estate 
tax reduction attributable to use of the 
marital deduction, taking into consideration 


not only the tax on the husband's 


estate, 
but also the tax on the 


other 


wife’s cstate In 
words, over-all reduction means the 
difference between (1) the combined estate 
taxes on both estates if the marital deduc- 
tion is not and (2) the 


estate taxes if it is used 


used combined 


(Incidentally, when 


separate estate there may 


the wite has a 

Throughout this discussion reference to 
an estate of a certain amount means an estate 
of that amount before the $60,000 specific ex- 
emption—in other words, the adjusted gross 
estate 
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he an rather than an ovet 


all reduction.) 
What the over-all result will be 


foretold In the 


consideration, thre 


can 
never be undet 
spend the 


mcreas¢e or de 


example 
Wil¢ 
$100,000; make gifts of it: 


may 


crease it through investment; invest it in 


nontaxable real become 


loreign estate; or 
abroad, 
would not be 


However, to aid in 


a nonresident alien and 


invest it 
in which event her 


subject to tax at all 


estate 


planning, it is 
then take 


necessary to and 


estimate 
ito consideration what the 


luction 


Ovel 
based on 
that the 
which qualifies for the 
that its 
death tax 
Making 


example 


all re would be, certam 


assumptions—namely, wife will 


retain the property 


marital deduction and 


value , aS 


well as the applicabl will 


rates, 


remain 


constant these 


assump 
tions in the under consideration, 
that at the 


death the wife will have 


and also assuming 


time of het 
no separate estate, 
$23,100 


taking 


the over-all reduction would be 


Phe $23,100 is derived simply by 


$27 900—t he 


amount of the initial reduction 


subtracting $4,800, 


$100,000 


and representing the 


on the in the wife’s estate 


sure, the over-all reduction is not 


spl rned, but we bel ve it 18 otten 
overemphasized It must 


that the ll 


be try ed 
reduction ml me of 
ge the 
marital 


over-a 
four advantages that go with havn 
husband's estate avail itself of the 
deduction rhe other three 

flow exclusively fre initial 
\s applied to the example under considera 
tion, these three 


advantages 


ym the reduction 


advantages are as follows 


Shattuck and Farr, in An 
Hand Book (2d Ed 1953), at p. 269 express 
the view that irrespective of conjectural 
death tax consequences, the most important 
result of the marital deduction is that it 
produces immediate and substantial tax sav 
ings on the husband's death, especially if his 
estate is large.’’ 

A similar view 
by Robert M 
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is expressed at greater length 
Lovell, in ‘‘Administering the 
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husband dies, the family 


$32,700 to pay the 


(1) When the 


is not obliged to ratse 
taxes The tax on. the 


is only $4,800 


estat husband’s 


estat 


(2) Viroughout the which the 


period by 
husband, the 
richer by $27,900—the amount of the initial 


wife outlives§ the family is 


reduction—and the tamily enjoys whatevet 


income that $27,900 throws off 


(3) The 
be more than 
of the 


overeall reduction 
$23,100 because 
$100,000 whicl 


may prove to 
some or all 
qualifies for the mari 
tal deduction may escape being taxed when 


the wite dies 


Among the 
potential advantages of an 
will 


thes« 


Situations in which the three 


initial reduction 


prove particularly worth while, are 


would be difficult to 


taxes on the 


(1) when it raise 


money to pay full amount of 


the husband's estate, for example, when the 


husband’s wealth is frozen in a_ business 


which needs whatever liquid assets are on 


hand; 


(2) where the wife is and, there 
fore, the 


likely 


(3) where, 
Wile 


young 


income on the initial reduction 1s 


to be enjoved for a long time; o1 


after the husband’s death, the 


will be in a position to make gifts o1 


consume principal, and thus reduce the po 


tential estate tax on her estate 


Let us turn to a 


Suppose the 


more complicated type 
Ot case 


estate It 
Situation the 


wife has a separate 
that im this 
ould be 


the extent required to produce 


has been suggested 


marital deduction sl 


used only to 
substantially 


two equal estates However, 


two separate shortcomings of this equaliza 


tion suggestion are as follows: (1) Some 


times equalizing the estates of the two 


spouses will not produce any over-all estate tax 


} 


reduction and (2) even where use of the 


marital deduction results in an over-all in 


crease in estate tax, the disadvantage of 
outweighed by any 
potential 


from thi 


such increase may be far 
three 


that 


one of the aforementioned 


advantages flow exclusively 


initial reduction 


In determining in a given case whether 


ind to what extent to use the marital deduc 
Marital Deduction—a 
Experience,’’ 92 
(November, 1953) 
I believe that most estate planners are 
guilty of fallacious reasoning in considering 
whether their clients should use the maximum 
marital deduction They are likely to make 
a series of computations which first determine 
how much tax will occur when the man 
and then they add the taxes payable 


Years’ 


812, &56 


Summary of Five 
Trusts and Estates 
as follows 


dies 
when 
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tion, one ot the essential steps is to deter- 
mine the death tax consequences by making 
rough computations, taking into consideration 
not only the estate tax, but 
the applicable state death tax.‘ 
amples will 


tederal also 


Four ex 
illustrate the 
tance of making computations 


serve to impor- 


(Through 
out these examples, it will be assumed that 
the wife will retain the marital-deduction 
part, that its and the value of 
her separate estate, as well as the applicable 
death tax rate, 


and value 


will all remain constant.) 


Example 1. 


wite 


Suppose that a husband and 
Florida will have estates 
ot $200,000 each If the marital deduction 


is not used 


residing in 


at all, the combined federal tax 
Florida death tax® on each estate 


$32,700; and the 


and the 
will be federal 
and Florida death tax on both estates 
will be $65,400 ($32.700 « 2) 


Now husband uses the 
marital deduction to the extent of $40,000, 
so that $160,000 
and the $240,000 
seem, the aggregate fed 
eral and Florida death taxes on both estates 
will remain precisely $65,400—not one penny 
more. (The taxes would be $20,700 on the 
husband’s estate plus $44,700 on the wife’s 
Nevertheless, by 
deduction to the 


aggereyvate 


estate 


suppose that the 


reduced to 


increased to 


his estate 1S 


wite s 1S 


strange as it may 


estate. ) using the marital 


extent of $40,000, the hus 
band’s family will enjoy the three advantages 
of a $12,000 initial reduction.’ 


(Footnote 3 continued) 
the wife subsequently dies and recommend 
the plan which results in the lowest tax cost 
for two transfers ’ 

The fallacy in that procedure is that it 
gives no weight to the most important ad- 
vantage of the marital deduction That is 
the advantage of postponing more than half 
of the husband's tax until the widow dies 
In most cases the advantage of postponement 
far outweighs the tax saving to be achieved 
by dividing the property so that approxi- 
mately haif is taxed on the occasion of 
death.”’ 

‘As to state death 


each 


taxes, see footnote 10 
In Florida and three other states—Ala 
bama, Arkansas and Georgia—an estate tax is 
imposed in an amount equal to the 80 per 
cent credit Therefore, in those four 
the combined federal and state taxes always 
equal the gross federal estate tax, that is, the 
federal estate tax before the 80 per cent 
credit In Nevada, the outcome is the same 
because Nevada has no death tax at all 
®*Suppose that, in Example 1 instead of 
giving his wife $40,000, the husband gives 
her $100,000—in other words, an amount equal 
to the maximum marital deduction The 
taxes on his estate will then be $4,800 and, 
therefore, the initial reduction will be $27,900 
($32,700 $4,800) The wife’s estate will be 
increased to $300,000, on which the aggregate 
federal and Florida death taxes will be $62,700 
The aggregate federal and Florida 


states 


taxes on 


Marital-Deduction Formula Clause 


Example 2.—Now take the 
in Example 1, except 
parties to New York.' 
use the federal and New 
instead of the federal 
death taxes. The use of the marital deduc 
tion to the extent of $40,000 would result 
in an initial reduction of $12,160, but would 
$80. It 
is worth $80 to gain the opportunity to save 
part or all of $12,160. Even though nothing 
may be saved, surely it is worth paying a 
little more half of 1 per 
$12,160 in have the use ot 
amount throughout the balance of the 
lite 


same facts as 
that we move the 
In other words, we 

York estate taxes 


estate and Florida 


cause an over-all increase of only 


than one cent of 
that 


wife's 


order to 


Example 3. 


estate is 


Suppose now that the wife's 
twice as large as the husband’s 
let us take the same case as in Example 2, 
except that the wife has an adjusted gross 
$400,000 instead of $200,000. At 
blush it unwise to use 
the marital 


estate ol 


first would appear 


deduction But see how it 
that the husband 
uses the marital deduction to the extent of 
$40,000 The over-all taxes 
would be only $960, and the initial reduc 
$12,160 


of special circumstances—tt 


works out. Again assume 


increase in 


tion would be 
in the 


Even in this case 
absence 


would seem desirable, in order to obtain 


the three advantages of an initial reduction 
of $12,160 to venture about & per cent of that 
amount 


both estates will be $67,500 ($4,800 $62,700) 
The over-all increase, therefore, will be $2,100 
($67,500 $65,400), or less than 8 per cent of 
the initial reduction 

‘Since 1950, New York has had a 
deduction (New York Tax Laws, Sec. 
par. 4) 

* Suppose that, in Example 2, instead of giv- 
ing his wife only $40,000, the husband gives 
her $100,000—in other words, an amount equal 
to the maximum marital deduction. The taxes 
on his estate will then be $5,800 and, therefore 
the initial reduction will be $28,200 ($34,000 
$5,800) The wife's estate will be increased 
to $300,000, on which the aggregate federal and 
New York tax will be $64,600 The aggregate 
federal and New York death taxes on both 
estates will be $70,400 ($5,800 +- $64,600) The 
over-all increase will, therefore, be $2,400 
($70,400 $68,000), or less than 9 per cent of 
the initial reduction 

‘Suppose that, in Example 3, instead of giv- 
ing his wife only $40,000, the husband gives 
her $100,000—in other words, an amount equal 
to the maximum marital deduction The taxes 
on his estate will then be $5,800 and, therefore 
the initial reduction will be $28,200 ($34,000 
$5,800) The wife's estate will be increased to 
$500,000, on which the aggregate federal and 
New York death taxes will be $130,000 The 
aggregate federal and New York death taxes 
on both estates will be $135,800 ($5,800 
$130,000) The over-all increase will, therefore 

(Continued on following page) 
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Example 4. 
3, it 


paid for the 


small 


Despite Examples 1, 2 and 


be assumed that the 
initial 


should not price 


reduction is always a 
gO back to 


size of the 


To illustrate, let us 
but halve the 
other 


one 
Kxample 1, two 
estates In 


the 


words, let us assume 


wife residing in Florida 
$100,000 each instead of 
estates ot $200,000 each, and that the marital 
deduction is used to the extent of $40,000 
Although in Example 1 it costs nothing to 


husband and 


have estates of 


gain the advantages of an initial reduction 
of $12,000, in the present example an initial 
reduction of $4,800 would result in an over- 
all increase of $5,500—a cost of 115 per cent. 
Explanation for the examples.—The fed- 


eral rates, like 
beginning and then level off 
a different analogy, a graph of the 


estate tax 


estate tax 
rapidly in the 
lo use 


an airplane, ris¢ 


federal would not 
a steadily rising hill but, rather, a steep cliff 
and then a broad, almost-level plateau. The 
federal estate tax begins at $60,000. From 
$60,000 to $160,000 the rates rise to 30 per 
Over the 


per cent 


rates Suggest 


cent 
) 


next $399,999 they rise only 
This odd structure of the 
federal estate tax rates explains the 


more 


results 
in the four examples given above 


Putting it in terms of the cliff and the 
plateau, the in Example 4 
is substantial because the use of the marital 


deduction results in 


over-all increase 
moving taxable prop 
part of the cliff to a 
other hand, the over 
1, 2 and 3 are 
marital deduc 
taxable property 


from a lower 
part. On the 
all increases in 


erty 
higher 
Examples 
slight because the use of the 


tion results in 


moving 
(Footnote 9 continued) 
be $4,600 ($135,800 
of the initial reduction 
Even in this case, where the wife has a sepa 
rate estate twice as large as the husband's, it 
may well prove advisable to pay 16 per cent for 
the three advantages of an initial reduction of 
$28,200. Whether or not there are children or 
other cherished beneficiaries will often prove 
a weighty factor in deciding whether to risk 
an over-all increase in order to procure an 
initial reduction Shattuck and Farr, work 
cited, at p. 266, point out that where the 
primary objective is to provide as much prop 
erty as possible for the protection and use of 
his surviving wife, as compared with the re 
maindermen, the marital deduction almost cer 
tainly should be used in full.’’ 
” See Mannheimer, ‘The 
for Substantial Estates,”"’ 27 TAXes 13 (January 
1949), in which charts reflect how to compute 
initial reduction, over-all increase, and ratio of 
initial reduction to over-all increase 
So far as state death taxes are concerned, as 
the situation now stands, the advantages of the 
federal marital deduction are as a general rule 
partiaily nullified by state taxes because under 
most present state tax laws, the amount that 
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from one part to another of the almost-level 
plateau.’ 


In determining in a particular case whether 
and to what extent the husband should 
avail himself of the marital deduction, there 
is only one reliable rule, and that is to con 
sider all pertinent factors, including not 
only the results of the rough computations 
showing the death tax consequences of 
using the marital deduction, but 
three aforementioned 
trom the 


also the 
advantages that flow 


initial reduction. 


Income Tax Effect 


The income tax effect of using the marital 
deduction becomes important when the wife 
is likely to find herself in high income tax 
brackets after the husband’s death. In such 
a situation, it would seem that the husband 
with a dilemma He wants 
the estate tax benefit of the marita] deduc 
tion but does not want to give 
outright or in trust so as to 


is confronted 


anything 
the 
wife’s income and push her into still-highe 
income tax brackets. However, there are 
three general methods of using the marital 
deduction without increasing the wife’s in 
come tax burden 


Method No. 1. 


‘yielding or 


increase 


Give the wife property 
of yielding nontaxable 


income, for example, properties 


capable 
(such as 
hotels or oil ventures) whose high deprecia 
tion or depletion reduces taxable income, 
or the proceeds of insurance on the hus 
life. In the case of the insurance 
then be had to the income tax 
tree optional modes of settlement.” 


’ 
band S 


fesort 


can 


passes to the wife is taxed twice by the state 
once when the husband dies and again when 


the wife dies. This, of course, 


does not apply 
to New York and 


California, which have 
adopted the marital deduction, nor to the five 
states, referred to in footnote 5, which impose 
no separate state death tax The effect of a 
separate state death tax which does not grant 
the marital deduction can be illustrated by 
taking our Examples 1 and 2, and moving the 
husband and wife to New Jersey. In that case, 
the initial reduction would be $26,700, and the 
over-all increase would be $5,900—a cost of 22 
per cent, as contrasted with 8 per cent in 
Florida and 8™% per cent in New York How 
ever, since state taxes are so much lower than 
federal taxes, they will rarely be a decisive 
factor Moreover, it is not unlikely that in 
due course the marital deduction will be 
adopted by other states. See also Wolf, ‘‘Estate 
Planning Since 1948,"" 29 TAXES 193, 203 (March 
1951) 

"As to which, see 
(1)-1 See also Rogers and 
Mortem Estate Planning,’’ 14 
Pittsburgh Law Review 224, 225 
(1953) 


Regs. 118, Sec. 39.22(b) 
Sterling, ‘‘Post 
University of 


and following 
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wite what 1s or 


Method No. 2.—Give the 
junts to nonincome-producing property, 
as the 


family residence, works of art, 


mproved land, life insurance on the lives 


the children, or an interest in a family 


business whose income is consumed for 
salaries As a 


will 


expansion or by general 


this method valuable only 


prove 


he husband has nonincome-producing 


which 


reason should not be, 


cannot be, or for some 


converted into income- 
producing property; otherwise the nonincome 


producing property is the equivalent of cash. 


Method No. 3.—Us« 


trust 


a marital-deduction 


estate authority in the 


with 
to accumulate the 


trustee 
income.” 


Does Tax Saving from Use 

of Marital Deduction Warrant Giving 

Wife Power to Dispose of Property 

Which Qualifies for Marital Deduction? 
\ husband 


of the 


who desires to avail himself 
marital deduction must, in one 
another, put it 
ay who will ultimately get the 
part 


Cape tor the 


way 


within the wife’s power 


marital 
There is no complete es 
like to 


use the marital deduction, yet deny his wife 


iction 
husband who would 


ultimately get 
property. 


0 say who will 


deduction However, 
wo halfway measures that merit 


lentiol 





One method is to use a marital-deduction 


trust and 


takers in case the 


power-of-appointment to provide 


for alternate wite fails to 
exercise her power.” In his effort to have 
the provisions of his will 
band need 
inertia, but 


patl in the 


govern, the hus 


entirely on the wife’s 


throw 


not rely 
into her 
‘formal limitations” on 
Without dis 
qualifying the trust, he can in his will pro- 
vide 


can obstacles 
form of 
the exercise of the power 
that (1) to exercise het wife 
reference to it in her 
must do so in 


power the 
make 


will and (2) she 


by her 


must specific 


a will made 
after his death.”* 


only in cases 
likely to 


currently) is by 


The other method (effective 


where the wife is not save what 


she receives selection for 

% Casner, Estate Planning (1953), p. 306 
Mannheimer and Wheeler, Relative Merits of 
Two Kinds of Trusts That Qualify for the 
Marital Deduction,’’ 31 TAxeEs 373, 377 (May, 
1953), Proceedings of the New York University 
Eleventh Annual Institute on Federal Taxation 
(1953), pp. 673, 681. For methods available in 
states which do not permit accumulation of 
income for adult beneficiaries, see Mannheimer 
and Friedman, ‘‘Income Tax Aspects of Various 
Will and Trust Arrangements,’’ 30 TAXES 362 
371, and following (May, 1952). Proceedings of 


Marital-Deduction Formula Clause 


the marital deduction the interests in prop 
erty which must or are likely to disappear 
with the passage of time. The best example 
is lite insurance on the husband’s life plac ed 
under some optional mode of settlement to 
last throughout the wife’s life, with pay 
ments guaranteed for only a relatively short 


period (or without 


guarantee). Ot 
to be 


such 


course, 


the wife would have given a power of 
payments, if 
company would be 


to make after the wife’s death.” 


disposition over any, as 


the insurance obliged 


Other interests in property that could be 


used for this purpose are patents, copy- 
rights, short-term leases, joint and survivor- 


ship annuities, and a life insurance agent’s 


renewal commissions 


In connection with the wife’s 


power to 
dispose of the marital-deduction part, two 
observations are in order: (1) The question 
who ultimately will 
get the property, not whether the wife can 
handle money wisely 
ter that can be 
use of the 


is one of control over 
The latter is a mat- 
through the 
trust. (2) In 
from the 
husband's 


taken care of 
marital-deduction 
many instances, 


entirely apart 


marital-deduction question, the 
freedom of action will be somewhat limited. 
In more than half the states, the 


the right by law to one 


wife has 
third of the hus 
band’s personalty 


FORMULA CLAUSE 


Suppose that the husband wants his estate 
to derive the fullest possible advantage from 
the marital deduction 
tor him 


It will be necessary 
wife which, 
when added to all other qualified gifts, will 


to make a gift to his 


equal precisely the amount of the maximum 
marital deduction. Suppose that he 
to attain this objective by making estimates 
Obviously, a mere estimate of the value of 


tries 


his present assets would be only a starting 
will appear more fully from the 
quotation set forth below from the 1953 re- 
port of the on Draftsmanship: 
Wills and Trusts, of the Property, 
Probate and Trust Section of the 
American Bar ‘ie would have 
to make wild guesses as to many 


point, as 


Committee 
Real 
| AW 
Association 


factors 


the New York University Tenth Annual Institute 


on Federal Taxation 

% Regs. 105, Sec. 
numbered paragraph 

™ Regs. 105, Sec. 81.47a(c), sixteenth un- 
numbered paragraph, gives as examples of 
formal limitations the two referred to in the 
text. Since the objective of both limitations is 
to preclude the inadvertent exercise by the wife 
of her power, there can be no doubt that both 
may be imposed 

16 Code Sec. 812(e)(1)(G) 


(1952), pp. 909, 929 
81.47a(c), fourteenth un- 
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and, if his that 


would be 
and the tax on his 


guesses resulted in a figure 


proved Ooo 


low, a tax deduction 


partly wasted estate 


If he ended up with a 
figure that proved too high, the 
us¢ the 


needlessly increased 
failure to 
could result in the 
needlessly for the sec- 


1 ! 
WIGOW dies 


has led to the 
husband making 


formula clause 


excess being taxed 


ond time when his 
It is this which 
widespread practice of the 


Situation 


provision for his 


effect 


in his will by a clause 
that she is to get just 
maximum marital de- 
into consideration all other 
will 


Wile 
hich im Says 
enough to equal the 


duction, taking 
qualify for the 


Clauses of this type have 


referred to as 


provisions that also 


marital deduction 


come to be clauses 


formula 
instead of 
they 


how 


because fixing an amount or 
prescribe a method of arriv- 
should qualify for the 
marital deduction and, of course, the meth- 
od is used in the Internal 
“adjusted 


How 


whether 


fraction, 
ng at much 
geared to terms 


Revenue Code, namely, either 


gross estate” or “marital deduction.” ™ 


there is disagreement as to 


ever,r, 
formula clauses should be used 
Arguments Against Use 

of Formula Clause 


It has been urge d that 


(1) The testator 


doesn’t know what the 


( lause mcans 
(2) An 


tempt to use a 


inexperienced draftsman 


may at 
fully 


serious adverse 


formula clause without 


under and with 


this is 


(“When blindly u 


te ! 1! an trac a ) 


Standing it 


Tv sults 


misconstrue a 
ular to the fed 

eral tax 
Ihe Cc Aart 


their 


uments have some merit, though 


importance will diminish as general ex 


perience with the marital deduction 


increases 


There are at least two separate kinds of 
formula One is expressed in terms 
of a pecuniary gift, the other in terms of a 
fractional share of some tund—usually the resi 
due of the estate For discussion of the rela- 
tive merits of these two different types, see 
Kiley and Golden Residue Formula for Mari 
tal Deduction,’’ 89 Trusts and Estates 744 (No- 
vember, 1950); Casner, work cited, at pp. 285 
and following; Lovell, work cited, at p. 812 

Incidentally, formula clauses are not invari- 
ably used to attain the maximum marital de 
duction On occasion, they are used to attain 
a marital deduction of a percentage less than 
50 per cent of the adjusted gross estate 

™ For discussion, see 1953 report of the Com- 
mittee on Draftsmanship: Wills and Trusts, of 
the Real Property, Probate and Trust Law 
Section of the American Bar Association, re- 
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Although they are of limited application, 
there are three additional arguments against 
the use of the formula that have 
weight and will not necessarily lose 
their force with the They 
include the 


(1) The produces various com 
plexities in the administration of the estate 
until the tax proceedings have been concluded.” 

(2) After 
tormula 
upset the 
t10n 


clause 
more 


passage of time. 


following: 


clause 


will 


testator 


making a 
clause, the 


containing a 
himself may 
estate planning as to the alloca 
of specific assets among his various 
without first 
seeking professional advice, for example, by 


changing life 


beneficiaries by “tampering” 


insurance beneficiaries 


(3) Moreover, the 
place the 


formula clause 


widow in a position 


may 
to upset the 
Suppose that the husband quali 
fies his life insurance for the 
tion 


estate plan 
marital deduc 


containing a 
Because of the 


and also makes a will 


formula clause insurance 
that qualifies, but which does not pass under 
the will, the 


might 


under the will 
wife could 
share (A 
reason of 
wife but 
such a case the 
take 
destroy the 


amount 
to be 
demanding het 
could arise by 

that pass to the 
will.) In 
widow might be 


the will and 


passing 
prove less than the 
get by elective 
similar situation 
any other assets 
not under the 
tempted to against 
thus husband’s 
testamentary plan (In 


possibility can be 


some states, this 


precluded by procuring 


a Walver trom her.) 


There are other arg which 


little 


Thus, it has been argued 


still 


seem to have relatively 


uments 
merit, if any 
that the 


makes the wile S Share 


formula 


clause depend on 


pro 


executor ot! 


the outcome of the federal 


and t] ( 


estate tax 
ceeding selection by the 
assets which will qualify for the marital de 
duction, and that this 
time, the 


violating the 


SINCE may not 


formula clause 


occur 


vithin any specih¢ 


will result im rule 


against per- 


printed in 92 Trusts and Estates 746 (October 
1953): Fleming Five Years’ Experience with 
the Marital Deduction 34 Chicago Bar Record 
247, 248, and following Trachtman, Estate 
Planning (1951), p. 33; Trachtman, ‘‘Common 
Disaster, Marital Deduction Clauses Etc.,”’ 
Proceedings of the New York University Eighth 
Annual Institute on Federal Taxation (1950) 
p. 304: Gutkin and Beck, ‘‘Will Clauses and the 
Marital Deduction,’’ 26 TAxEs 1009 (November, 
1948): Mannheimer, ‘‘Will Clauses,’" 26 TAXES 
1090 (December, 1948) 

%® Quoted from American Bar Association re- 
port cited at footnote 17, at p. 31, and at p 
753 of Trusts and Estates reprint 

 Casner, work cited, at pp. 288 and following 
Fleming, work cited, at p. 250; Lovell, work 
cited, at pp. 813, 856; Shattuck and Farr, work 
cited, at p. 273 
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petuities has 


held to the 


alre ady been 


contrary 


\ different argument, turning on delay, 
is that the use of thr 
that 


formula clause 
distribution to the 


means 

wife must be post 

poned until the federal tax proceedings have 
completed 

(1) Similar 


the wite 


be en 


There are two answers: 


delay whenevet 


While 
still pending, sub- 
stantial partial distribution of both principal 
and income could be 


is encountered 
shares in the residue (2) 
the tax proceedings are 


made 


} ] 
as alSo 


been argued that the 
is objectionable 


tions of the 


formula 


because it 1s wedded 


Revenue Code 


herefore, the use of the clause consti 


Internal 
| 


tutes a violation of the rule 


poration by 


against incor 


reterence However, the rule 


merely bars incorporating unattested in 
struments which have no significance 
from the will Mantfestly, the 


has inde pence nt 


apart 


Internal 


Revenue Code 


significance 


Another argument made against the us¢ 
| formula that the 


ré }¢ ak d 


oft the clause 1s 


marital 
An alter 
native prov ild satisty 
those concerned with this remote possibility 
(A change in the 


deduction law may be 


ision tor the wite shor 


marital-deduction law, 


unless basic and, theretore., improbable as 


distinguished from its complete repeal 


should offer no formula 


effect at 


( bstac le because the 


clause wuld refer to the law in 


husband 
iment against the for 
the testator will remain 
e dark as much he is giving his 
The main answet j 


ner 1S 


that un 
ctability 1 ! very reason tor 


pre di 
nt to the clause ly 


resort 
many cases, the 
maximum marital dedi 
he the 
bility 


purpose 1s 


iction is and ought to 


husband’s objective Unpredicta 


cannot be avoided when the testator’s 


to obtain a tax reduction in an 


unpredictable amount. (Incidentally, if there 


ground that if the formula 


is concern on the 
1 provision for the 


clause is used the wile 
ive too small, then further provision 
ild that 


could be made out of 
does not gualify 


part ot 
husband’s estate which 


he marital deduction when 


( hil 


vithout being taxed in her estate.) 


and whic h, 


fe dies. cat be passed on to the 


dren 


® Braun v. Central Trust 
Opin. 198, 104 N. E. (2d) 
of Graves, 86 N. Y. S 
ing, work cited. at p. 248 
11 Seott on Trusts, Secs. 54.1, and following 
2In re Miller’s Estate, 54 N. W. (2d) 433 
(lowa, 1952), held that a provision to give the 
widow ‘“‘what the law allows her’ does not 


Company, 46 Oh 
180 (1951): ef. Matter 
(2d) 382 (1949); Flem 


Marital-Deduction Formula Clause 


It has also been 
will 


argued that the widow 
dark as to 
getting under the 
completion of the federal estate tax 
ceeding, with the result that she may be 
unable to determine whether to exercise her 
statutory right of 
the will.” The 
sibility 


remain in the 
she is 


how much 


will until 


atte! 
pro 


to take against 
interesting 
has also been suggested 


election 
tollowing 


pos 


“Suppose additional ngn-testamentary as 
sets are discovered years after the tax pro 
ceedings have settled and the 
distributed widow got the 


residue 


been 
The 
and the 


new 


estate 
formula 
amount others 
lf the assets qualify for the 


deduction, the 


went to 

marital 
overpaid 
lf they don’t she is entitled to property that 


vas distributed to the 
Should 


widow has been 


residuary legatees 
she initiate an action to 
legatees or from the executor? Or 
executor 


recovel 
trom the 


must the undertake to resettle the 


and to recover and re 
shuffle the distributable assets ? And 


what does he use 


tax proceedings 


how 


is he 


compe nsate d and 


to pay his attorney?” * 


It seems to us that 
likely to 
Usually 


these 


exceptional 


Situations are 
only in 
it will be 
husband’s deatl 


aATIse CadSCS 


apparent shortly after the 
vhether the wite 
will than 


election and, by the 


will re 


, 1 
ceive more under thre 


undet her 
time the fed 


estate tax proceeding 1S 


right ot 
eral completed, 
the assets of the both testamentary 


defi 


estate 


and 


nontestamentary—will have been 


, ’ 
nitelvy ascertained 


Argument in Favor 


The argument in favor has been 


stated as follows 


in many situations involving a su 
stantial federal estate tax the alternative 1 


te rod on 
that the 


to or tor the spouse, 


ea divining the client’s property 


in such a way amount or traction 


ight or in a qualify 


ing trust, by a portion of the 


specific legacy or otherwise, will just 


equal that part of the adjusted vross 


desired for qualification for the marital] 


duction WS means not only ascertaming 


and 


appraising in rather exact fashion the 


chent’s present assets and estimated taxes 


sometimes a Herculean task in 


itself—but 


violate the rule against incorporation by refer 
ence Cf. Fleming, work cited, at p. 249 

Theodore Siskind, ‘‘The Maximum Marital 
Deduction Formula in the Taxation of Dece 
dents’ Estates,’ New York Law Journal, July 
7-8, 1952 


‘ Lovell, work cited, at pp. 813-814 





xpectancies) 
ike nebulae as 
possibility of ‘tampering’ by 
aiving’ the will by the sur 
the tax laws’, 


changes in 


eertain (and uncertain) 


xpenses due to illness 


x «6cdouble indemnity, 
of accidental death), stock 


tuations and other unpredictables 


when leave is taken from 


he answer lies in ‘peri 


h admittedly are always 
ometimes essential, but to 
and vacillating clients whi 
rarely 


in other respects are 


an ‘average lawyer’ com 


lress estate planning 
ilant retakes thereof, 
While there 
stagnated themselves 
bonds 

ial situation ap 
usceptible of substantial 


d vig 
alisti may be 


overnment 


mt how tew ot 


evel 


states close to their 


It is hecause the 
» unreliable that 
amounts 


Rive Way 


ot percentages, 


a respec table 


reputable 


stances 
existing 
W hile ru an 


mothe I 


vement 
\met an tather and 


usually be relied 1 n to turther 


trl 
1 


the conception of family life, it 
that the urvivor c% be 
equally trusted to embrace the marital de- 


iction 


hardly lows 


so idealistically—nor is it safe t 


assume the government would fail to turn 


its wrath on such expensive 


1 
practices whic! 


by their very nature are open to an imputa 
tion of less idealistic 


‘deals’. 


“The foregoing is not intended to belittle 


view of the non-formulists 


would disagree with their fe 


in practice, the formula provision, 


caretully drawn, has been found 


real need h is difficult, an 
impossible, fulfill 


without 


powers (and illusions) most of 


possess 


It is the view of the authors th: 


involving substantial estate 
of the formul 
sufficient] 


risking the loss of the 


against the use 
seem to be 
benefits that a 


other formul: 


and 
} 


will be likely achieve 
hat 
subiect seen 
nced drattsmen 
formula, and that 


] 
iiso a\ 


[The End] 
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Joint Committee on 


( ongressman 
chairman of the 


+] 


e Economic Report, appointed two 


April 16. The 


provide d tor im 


subcommittees on 
ihbcommittees were 
unt Economic Report filed with 
i Representatives and the 


nm February 26 


The Subcommittee on Economi 


will 
developments from day 
that 
iction on the part of government and 
effective It will 
to time to the full commit- 


Stabilization follow 


economic 


rends and 


to day to make sure stabilizing 


business 1s 


report 
trom time 


* American Bar Association 
footnote 17, at pp. 31-33 
Trusts and Estates reprint 
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cited at 
753-704 of 


report 
and at pp 
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tee on employment, prod 


purchasing-power trends 
The Subcommittee on 


Statistics 


will gather data 


on consumer incomes, expenditures 
savings and consumer expectations. It 
will review the 


tion, F< 
that it 


committee’s publica 
Indicators, 
fulfills the 


nomi to make sure 


needs of the 


xT 


and current 


Ss for 


important 


nomic and 


data, will provide 
leadership and supervise the activities 


of the committee in this area of 


Statistics 


7° Lovell, work cited, at pp. 812, 814 
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Tax 
Litigation 


Powers of Tax Administrative Officials . 


Powers of the Tax Court . . 


. 


Statute of Limitations and Venue 


Subpoena Powers 
and the Statute of Limitations 


By SYDNEY A. GUTKIN and DAVID BECK, Newark Attorneys 


Although especially written for the 
Rutgers Law Review, this paper, 
because of the timeliness of the 
subject matter and discussion 

of the new revenue bill, 

is printed initially in TAXES. 


A furthet 


the power 


phas« ot 
of the 
States, in a case 


this paper explores 
Tax Court of the United 
before it, to 
subpoena 


and 
testi 


taxpayel 


issue 


enforce a with respect to 
mony, or books and records, of the 


or some other person 


The 


limitations 


with the 
venue in tax 


final part deals 


Statute of! 


and prosecutions, 


and the 


The internal 
revision, introduced in the House of Repre 
sentatives on March 9, 1954,? has been inte 
grated into the 


recent cases bearing thereon 


propose d 


new revenue law 


To PURPOSE of thi i is to 
explore ] 


tion which 


several topics im tl taxa 


it is felt have not been adequately 


| 


discussion, wherever 
red 01 discussed 


pertinent 


witl the power ol 
Internal 


SUBPOENA POWERS 
OF TAX ADMINISTRATIVE OFFICIALS 


Revenue, 
wena witnesses, 
he purpos¢ Fo 


correct 


correct 


purpose of ascertaining the 


ness ot return or making a return where 
person none has 


rson \ 


he power 


beer made, the (Lommiussione! 


3614(a) of It 


eXal 


iuthorized by Section 


Revenue { ode lo 


to sum or 


other record beari 


him and required to be included 


require attendan 


ector of nternal revenue return vhere been 
by that of directo i thorized by f ‘Yr or 
Reorganization Plan of 
organization 


made is 

employes of the 
neluding the field 
that purpose 
records, of 
memoranda ‘ ing upon the matters 


Buresu of venue 
Plan Ne l service designa by him for 
tions Reor inization Order to examine 


change 


books papers 


Inasmuch as such required 
require 


rendering § the 


liv integrated into the to be include n the return, and may 


ittendanc of the person 


return or of anv officer or 


reference n this paper the 


nternal employ 
person, or the ttendance of any ot! 
havir knowledge n the premises 
take h t } with ference 
required \ w to be included in 
etermine lia administer 
ssioner, for 


rrectness of 


making 


Subpoena Powers 
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t this discussion, it will be as 


umed at an ayent has been assigned to 


examll speciiic income tax return 


ode Section 3615(a),* the collector 
is autl 
person to appear 


book at a 


orized to summon 


before him and pro 


dues 


the summel 


time and place named in 


and to give testimony re 


pecting any objects or income 


liable to tax 


returns thereot 


Inasmuch as these sections authorize the 


Suance ola 


subpoena 61 only 


summons 
inder certain conditions and for certain put 
because 


ses, and entorcement of one dil 


irom that of the other, they will be 


reated separate ly 


Commissioner's Examination of Books 
and Witnesses (Section 361 4(a)) 


\t the outset, it 


language of the 


from the 
forth in the 
authority 


noted 
Statute, set 
that the 


may be 


rheote bel vested in 


the Commissioner to examine books and re 


quire attendance and te 


stimony 1s not personal 


o him, but extends to 


otheer or em 
Internal 
field service designated by him 
se.” Accordingly, 


vith the 


“any 


ployee ot the Bureau of 


Revenue, 
ri ludin 


most de 
enforceability of 
subpoena of an internal revenue agent o 
special investigating 


Indeed ion 3614(a) is 


Inatter 
provi 
‘26 USCA, Se 


It shall be 
to the 


615¢a) General authority 
lawful for the collector, subject 
provisions of this section to summon 
any person to appear before him and produce 
books at a time and place named in the 
mons, and to give testimony o7 answer inter 
oath, respecting any objects 
liable to tax or the returns thereof 
The collector may summon any person residing 
or found within the State or Territory in which 
his district lies; and when the person intended 
to be summoned does not reside and can not be 
within such State or Territory, he may 
enter any collection district where such person 
may be found and there make the examination 
herein authorized And to this end he may 
there exercise all the authority which he might 
lawfully exercise in the district for which he 
was commissioned 


390 


sum 


rogatories under 


or income 


found 


May, 


1954 °® 


sion pursuant to which an agent can purport 
to act in connection with a tax examination 


Section 3614(a) is limited in that it gives 
the Commissioner, or his authorized repre 


sentative, the authority but not the powe 


subpoena 


to compel compliance with a 


‘I hus, a taxpayer may, in the 
thwart an 


first instance, 
investigation on the 
Commissioner ot 


part ol the 
his refusal to 
may be the result ot 
perverseness on the part of the taxpayer, or 
a bona fide belief that 


his agent by 


obey Such refusal 


the government re p 
resentative is overstepping the 


propel 
boundaries of his 


examination In any 


event, such refusal motivated—is 


inasmuch as the Commis 


howe vel 
not a contempt, 


sioner and his ag 


ents are representatives ot 


an administrative 
tribunal 


The 


is to 


avency, not a judicial 


only recourse 
petition the 
court for the 


agent has 
States 


which the 
Unite d 
district in 


district 
which the sub 


poenaed person 


resides for an order 


enforce the Proceedings « the 
will had 


Rules of Civil Procedure of 


subpoena 
application of the 
pursuant to the 


agent then he 


the District Courts of the United States It 


has been held that 


an order by the district 


court) commanding before an 


appearance 
agent, and the 


of documents and 


internal revenuc production 
rendering of 
appealable." 
lays the 


contempt proceeding 


testimony, 


is final and thus 


Failure te 


obey an of der 


person open to a 


Unless it is 
fully 
enforced by a 


that the 
authorized 


clear agent’s sub 


poena 1s would be 
that the 


served by re 


and 
may be 
best 


court, it 
interests of justice are 
fusal to comply with an agent’s subpoena in 
the first place. Too frequently, thi 
Investigation 1s not 


Ove all 


subject 


under germane to the 
inquiry and constitutes nothing more 
than an exploratory search for informatior1 
It may be 


that the 
interests and the taxpayer's 1 hts are best 


considered public’s 


26 USCA, Sec. 3633 Jurisdiction of Dis 
trict Courts a) To enforce summons If any 
person is summoned under the internal revenue 
laws to appear, to testify, or to produce books 
or other data, the district court of the 
United States for the district in which such 
person resides shall have jurisdiction by ap 
propriate process to compel 
testimony or production of 
other data 

* Falsone v. l S., 53-2 ustc " 9467 
734 (CA-5); In re Albert Lindley Lee Memorial 
Hospital, 54-1 ust £ 49,013 (CA-2, 1953) To 
the same effect, see Brownson v. U. 8., 1 ust 
* 394, 32 F. (2d) 844 (CCA-8, 1929), and Martin 
v. Chandis Securities Company, 42-2 ustc © 9521 
128 F. (2d) 731 (CCA-9) But see 
Whetstone, 51-2 wus © 9487 192 F 
(CA-7) 


papers 


such attendance 


books 


papers or 


205 F. (2d) 


Jarecki 


t 
(2d) 121 
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protected when placed in the lap of a court 
of competent 
in the 


jurisdiction, rather than left 
hands of an administrative official 


Scope of agent’s examination.—The stat- 
ute is clear that the authority given to the 
Commissioner, or his agent, is only for the 
purpose of ascertaming the correctness of a 
return or for the purpose of making one where 
has been made, that his examination 
books, papers or 


none 


may be only of such 


memoranda bearing upon the matters required 
to be included in the return, and that a per 


son’s attendance may be required and testi 
mony only with reference to the 
matter required by law to be included in such 
return 


taken 


his 


section of the law 
the recent case of U. S 


Vas involved in 
v. O’Connor,' in 
which a special agent served a subpoena 
upon the defendant, who was the taxpayer's 


accountant, directing the production ot 
papers bearing upon the 1946-to-1950 incom 
tax returns of taxpayer Defendant refused 
the subpoena, and the 
tioned the 


hearing, it 


to obey agent peti 
enforcement. At the 
brought out that although 


vestigation 


court lor 
Was 


had 


into the taxpayer’s tax returns some months 


the agent conducted an 


previously, and had written a report thereon, 

the agent did not have pending before him 

any current specinh 

In the interim 
} 

ndicted by the 


inquiry into the tax 


payer's affairs. the taxpayer 


had been 


grand jury, and 
the agent admitted that, in issuing the sub 
poena, at least one of his purposes was to 
aid the Department of Justice in the prose 


cution of its criminal case 
payer 


against the tax 
In denying the application for the 
judicial su 


administrative 


issuance of a 


ment the 


bpoena to imple 


subpoena, the court 


this Court knows, Congress 


criminal matters vested the 


© 9591 (DC Mass.) 
Davis, 7 F. Supp. 576 (Pa 
In Martin v. Chandis Securities 
10-2 stc © 9521, 33 F. Supp. 478 
the district court said, at p. 480 
are not the sole 
of the examination 
Court that what they 
needed Otherwise 
inquisitorial 


Vaus 1 


1934) 
Company 
(DC Calif.) 
The agents 
judges as to the scope 
They must satisfy the 
seek may be actually 
they would be assuming 
beyond the scope of the 
On appeal to the Ninth Circuit (cited 
it footnote 6), the court, in affirming, 

The rights of an internal revenue 
require production of papers and 
examination are statutory 
tain the relief granted by statute, he must 
bring himself within the terms thereof See 
also, McDonough 1 Lambert, 38-1 uste © 9121 
94 F (2d) 838 (CCA-1), and Paciflte Mills Cor 
poration v. Kenefi 38-2 ustc © 9510, 99 F. (2d) 
188 (CCA-1) 


powers 
Statute 
said 
agent to 
records for 
and in order to ob 


Subpoena Powers 


executive with an unrestricted subpoena 


power to uncover information which might 
aid in the enforcement of criminal statutes 


and the preparation of criminal cases 


“The Constitution of the 
the statutes, the 


United 
traditions of our 


states, 
law, the 
deep rooted pret rences Of OUT people spe ak 
clearly They recognize the primary and 
nearly exclusive role of the Grand Jury as 
That 
provided by our 
subpoena 


the agency of compulsory disclosure 
is the inquisitorial body 
fundamental law to 


required in 


documents 
advance of a criminal trial, and 
in the preparation ot an indictment or its pat 
ticularization. See Hlale v. Henkel, 201 U.S. 43 


administrative 
compulsory dis 
testimony to be 


“To encourage the use of 
subpoena as a device for 
closure of used in pre 
sentments of criminal cases would diminish 
one of the fundamental guarantees of liberty 
Moreover, it would sanction perversion of 
Phe power under # 3614 
granted for one purpose, 
sought to be direction 


uncontemplated by the lawgivers. 


a statutory powel! 


Was and 1S 


now 

entirely 
The limi 
tations implicit in every grant of power are 
that it will be used not colorably, but con 


scientiously for 


used in a 


the realization of these spe- 


cin 


ends contemplated by the donors ot 


the power 


The courts will not mere 
exploratory search for information,” nor will 
they allow their judgment to be supplanted 
by that of The 


purpose of a subpoena issued by a 


countenance a 


limited 
Treasury 


revenue agents.” 


recognized where 
it has been served upon bank representatives 
in an effort to 
and 


agent has been similarly 


require the production of 


books without 


records, identi 


fication, specification and some showing that 


proper 


the documents demanded bear upon matters 
required to be included in the return o 


the partv under investigation.” What ap 
First National Bank of 
17-1 ustce § 9203, 160 F. (2d) 532 (CCA-5) 

In Albert Lindley Lee Memorial Hospital, 
cited at footnote 6, the Second Circuit upheld 
an order of the district court directing the 
hospital to disclose the names and addresses 
of the taxpayer's patients admitted during the 
tax years in question, so that subsequent inter 
rogation of them by the agent would supply 
information as to medical fees paid taxpayer 
during Although the lower court 
had based its order on state law, under which 
it found that the information sought was not 
privileged, the appellate court upheld the order 
on the basis of federal law It appears from 
the opinion that the taxpayer's sole contention 
was that the information sought by the agent 
was under the New York law 


Mobile wv. I 


those years 


privileged 
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Dearing 
abs« nce 
Oo ascer 

mitations 


be 


not 


Limitation on time for examination. 
ine 


Phe 
the 


must 


terms limit 


and records 
' 
reneral 


be 


assessment 


rule 1s 


made 


n 3631 of 


, 
the 


be 


taxpaver shall 


examiunat 


one 


footnote lt ro the same 


effect 


Northwestern Bank 


Vational 
F. Supp. 879 «(DC Minn.) 
led of Limitations 

ud ¢ beginning at p 


Vechant \ 


Statute 


ises 100 
Vatic Bank of 
1926 CCH 83, 1 k 


nine 


nal 


rman ilse 36-1 


re An 
Supp 804 (DC 


urities ¢ 


ompany 


testrictions on ex 


be 


itions or In 


taxpayer snail 
nece 


ind 


imin 


on one inspection of i 


of account shall be made for 
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Comm 


requests 
ssione! ifter 
‘roin writing 


cessary 


rdditi tion 


id 


books 


footnote Commi 


the t 
id closed 


proceedin the 


sioner ! made 


for 
In 
uted 


ove! 


on ixpayer § 


, and } those vears 
taxpayer 
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instit 


ed 


lector an alles 
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statute 
years involve: 
Commissioner 
net 
method 


was determ 
worth method, an 
he had to 
and 
prior 

claimed that there 
the 


¢ stablis 
tarting point 


Tor 


reconstruct the 


M ores 


had peen ally 


history years Vel 
not 
nation lor years 


In question 


Constitutional guarantees.—Notwithst 
ing the 


various sections of the Cod 


quiring the taxpayer to produce bool 
records to testify, ( 
the power to 


manner the ¢ 
states 


or ongress 


have abridge o1 


any onstitution 


above, it 


taxpayel! 


payment 
then 
and 


for 
sought 


those The Commissioner 


the taxp 
purpose of 
inforn 
or the 
court 
before 
book 
Fifth Cireuit 
Farmers € Vechanics 
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Wilson 
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secure 
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merman 1% 


ind? 


Keegan 7-1 I " 9163, 18 
N y ’ 
Vatte Shapiro, 41 
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annot 


onstitutionally 


taxpaver 
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to 


even th 


Amendment protects 
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claims immunity 


ri¢€ 


secution under a federal 


a taxpaver specifically claimed immu 
hie 


claim for 


because of a State 


the 


law, 
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immunity 
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if no objection 1 


examination by 


revenue 
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Amendment is supplementary 
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ind seizure of 
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forbidden 


1s 
search 
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Subpoena Powers 
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protect ad 
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hold otherwise, said the 
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court, 
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mit prejudice vernment’s 
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investi 
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not 
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immunity 
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be 


it not 


ation asc 


if the 
that 
selecte d 


will 


has transpire di 


scem to 


sound Even 


be 


counsel 


CASE 
the 
by 


iS 


assumed wit 


time outside” the 
such 


witness or taxpayer’s counsel, 


to what 


intorm 


23 
waived the taxpayer as n 
the examination ? is ne 


the ! 


duty imposed 


+ 


the on him (as nere 
private 
that 
by the 
seizure 


Amend 


and 


whe n 
the 


evenne agent) 


not to dis« LOSE 


Collector's Summons to Produce Books 
and Give Testimony (Section 3615) 


arch Section onl 


S615 (; applies 
collectors of ite? il 7 \ il ; \s 


midi 


manne! to 


herein 


He lore r 


authori 
Agent 
287 F. 138 

At the 


is well 


law 
against 


nst 


tted 
epresent 
© 7 


ceounse) 


wit! qual 
produ tion 
ind 


But 


wecorded ti 
papers t il l ) Sor ‘ Vit! 
query 
the 


6”? 


by 
f 


footnote 
=. J 19438) 

the privi 
extend 


defendant 


not 
footnote 


t 
oO 


Is he yuesth 


[ Ss. has er 


ned whether 
1 modified by ¢ 
zation Order 
which re 


deles 


ommissioner f 
6 of 
Re 


onal 


No. 15, dated July 1 
6 


vested 


1“ > 
195 


ids as follows 


function 


District 


Author 


ite An in a Reg 


if Interna 
work of the 
dele ited by 
te under hi pervision 
rected 


Commis 
Re 


org 


ioner or 


enue I Vitl 


Director « 
frame 
nerein 


if the 


inizat | ribed be 


exce 





granted to the Commissioner 


3614, like 
othcer or employee } the 


designated by the 


under Section 


extends any 
duly 
The 


rs trom Section 


authority to 
Bureau 


ommissioner 


former secti 


3614 in that it con 


nated 


desig 


subsection 


‘Enforcement” ithin its confines 


Section 3614 does not—the Commissioner 


has to rely on 3633 


Section 


cle aling with the 


jurisdiction district courts, to enforce his 


pro 
re?tuses 


ubpoena Said enforcement section 


vides that if any person neglects o1 


his summons, the collector may 


the judge ot the district 
a United 


district 


court or 
States mmissioner for the 


ithin hic] he person so sum 


moned resid O in attachment against 


then shall be 
the duty of the judge or commissioner to 


him as ontempt It 


hear the application and, if satisfactory proof 


is made, to issue an attachment for the 


such and, 


le tore 


arrest ol 
brought 


person his being 


upon 
him, to proceed to a hearing 
t the case, “and such 
| 


judge or the [ 


upon 
rite d 


hearing the 
States commissione! 


shall have power 


to make such order as he 


shall deem proper not inconsistent with the 


; 


la for the punishment of contempts, to 
e obedience to the 
and f 


s default or disol 


requirements otf 


summons punish such person for 


eadience 


(Italics supplied. ) 


Deo the ords “default or disobedience’ 


relate to the “summons” of the collector or 
Stated differently, 


issued by 


the ‘* r”’ of the court ? 
vill disobedience of a 
the collector 


SUIMMMONS 


automatically subject the 


payer to punishment for contempt, or is 


previous court der to comply a prereq 


Liisite | 


In re K in Which the 


tioned the 


uestion was considered in 


} 
collector 


peti 


district cé praying that “an 


attachment may 
United 
him to arrest 


him 


ISSU¢ directed to the 


States marshal commandin 


[the taxpayer] and bring 


before you, show cause why he 


adjudged in contempt, and 


Sec 615¢e) Enforcement 

summoned under this 
or refuses to such sum 
testimony, or to answer inter- 


apply 


I inv person 


obey 
mons ive 
rogatorle is required, the collector may 
to the judge of the district court or to a United 
States oner for the district within 
person so summoned resides for an 
him as for a contempt It 
shall be the duty of the judge or commissioner 
to hear the application, and, if satisfactory 
proof is made, to issue an attachment, directed 
proper officer, for the arrest of such 
person, and upon his being brought before him 
to proceed to a hearing of the case; and upon 
United States 

power to make such 
proper not inconsistent 


commis 
which the 
attachment against 


to some 


su hearing the judge or the 


shall have 


as he shall 


commissioner 
ordet! 


394 


deem 


May, 


1954 8 


to law” for 
The 
“Failure to 
with this summons will render 


punished according failure t 


obey his summons summons con 


tained this clause 


comply 
you liable t 
attachment as for contempt and punishment 
The stated that 


statute does in fact authorize a judg 


by the court 
if the 


court 


or commissioner to arrest and punish for a 
contempt of the order of the collector ot 
revenue, unconstitutional 
void, citing Interstate Commerce ( 


) 3 


v. Brimson 


internal and 


it 1S 
OMMMISStON 


In the Brimson case it was said 


‘Of course, the question of punishing de 
fendants for contempt could not arise before 
the commission, for, in a judicial sense, thers 
is no such thing as contempt for a subordi 
body No question ot 
contempt could arise until the issue of law 
in the circuit court is determined adversely 
to the defendants and they 
not the order of the 


final order of the court.” 


nate administrative 


refuse to obey, 


commission, but the 


i 


On 


appear 


the basis of the would 
that there 
the enforcement of an agent’s subpoena and 


that of 


roregoing, it 
is no difference between 
a collector's summons, both requit 
ing a court order for contempt proceedings 
The difference that at 
the initial 


between them is 


stare, failure to obey the col 
lector’s summons will, after proper applica 
tion by the 


grounds for 


collector, constitute 
the arrest of the 


his being produced in court 


Ssullicient 


taxpayer and 


Section 3615 is integrated with Code Se: 
tion 3616(b),” which provides that any pet 
son so neglecting to obey the summons shall 
“he fined not exceeding $1000.00, or be im 
prisoned not exceeding one year, or both, 
at the discretion of the court, with 
prosecution.” The 


penalty 


costs oft 


presence of a specifi 


provision for neglect to obey the 


t 


summons differentiates it from a neglect 


the Commissioner’s or an 
with 


or failure to obey 
which 


More 


agent’s subpoena, respect to 


there is no specific penalty provision 


with the law for the punishment of contempts 
to enforce ohedience to the requirements of the 
summons and to punish such person for his 
default or disobedience.”’ 

102 F. 468 (DC R. I 

14 U.S. 447 (1894) 

‘But ef. dictum in Jn re Wolrich, 49-2 
* 9339, 84 F. Supp. 481 (DC N. Y.) 

26 USCA, Sec. 3616(b) ‘Neglect to 
summons.—Whenever any person—-being 
summoned to appear to testify, or to appear 
and produce books as required under section 
3615, neglects to appear or to produce said 
books—he shall be fined not exceeding $1,000 
or be imprisoned not exceeding one year, or 
both, at the discretion of the court, with 
of prosecution 


1900) 


obey 
duly 


costs 
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over, the question arises as to whether the 


imposition of the penalty for failure to obey 
the summons is automatic, and may be en- 
torced pursuant to 


mere 


court order upon the 
showing of failure to obey, or whether 
application and hearing, the 
first issue its order to comply, 


ing the taxpayer 


upon court will 


thereby giv 


an opportunity to comply. 


Some indication of collector procedure is 
mtained in 


two 


recent cases In Jarecki 
it appeared that the collector 

a summons upon the taxpayer 

her to appear with all pertinent books 
account and 


records and to give 


vith respect to her 


testi 


income tax lia- 
r at the 
designated in the 


ty 


Phe taxpaver failed to appea 


time and place 


originally 
and gave 


summons, 


no excuse or reason tor 
her failure to do so. The collector peti 
tioned the district court and prayed that a 
writ of attachment be issued to bring the 
before the court to 
should not be 
tempt A writ of 


issued, 


defendant 


show caus¢ 


why she adjudged in con 


body attachment 


was 
directing the United States marshal 
to bring the taxpayer before the court for 
such action as the court, pursuant to heat 
ing, should The 
and after a he aring, the 

and the defendant 


on her own recegnizance 


deem 


proper writ was 


executed, 


cause Was 


continued released 
Thereafter, the 
detendant filed a motion to dismiss the col 


ctor’s petition, which 


Was 


district 
Thereafter, the district court 


motion the 
ar nied 


ordered the 


court 


defendant to appear before the 


‘ 


collector vith her books and records and to 
1944 tax ha 

The taxpaver appealed to the Court 
peals for the 


stimony regarding het 


Seventh Circuit trom the 


of the district court The appellate 


urt held that the order was not a “final 
” and therefore not appealable 


decision,” 


Subsequently, the collector filed a motior 


in the district court, in informed 


which he 
the court that the taxpayer had not appeared 


re him nor produced her books or rec- 


asked 
adjudged in contempt 
civil 


as required by its and 


order, 
he taxpayer be 
punished for contempt for dis 
ence to the 
e1 filed 


hearing 


court’s order. The tax 
objections to the 


Was held before the 


motion; a 
court; and the 
announced her refusal to 

collector to 
ordered The 


taxpayer appear 


testimony, as 


hbetore the 


Qive 


court entered its order of 
"Cited at footnote ¢ 
But see cases cited at footnote 6 
* Sauber 
(2d) 52% 
‘Constitution of the United 
Amendment It should be 


Whetstone 52-2 ws © 9497. 199 


States 


borne in mind that 


Sixt 


Subpoena Powers 


commitment and 


found her in contempt 
The court ordered that the taxpayer be com- 
mitted to the custody of the Attorney Gen- 
eral of the United States until the taxpayer 
purged herself of the contempt by compli 
ance with the court order. On appeal to 
the Seventh Circuit, the court held the dis 
trict court’s order to be in accordance with 
Code Section 3615(e), and affirmed its find 
ing that the taxpayer was in contempt of 
court, since her refusal to comply with the 
order was without just cause.® 


Insofar as Section 3616 relates to Section 
3615, no case has been found involving the 
application of the penalty provision 
if it were invoked, it would seem that the 
proper to implement it is through 
an indictment or information, 
an ex parte court order 


Even 


manner 
rather than 
Whether Congress 
may make a crime out of the simple refusal 
to obey such a summons may be doubted 


Scope of collector’s summons. 
3615(a) that the 
summon any person 
within the 
district lies 


Section 
collector 
residing or 


provides may 


found 
state or territory in which his 
When such does not 
reside and cannot be found within such state 
or territory, he 


person 
may collection 
such person found 
make the herein 
To this end he may there exer 
cise all the authority which he 
fully exercise in the district for 


enter any 
where 
there 
authorized 


district may be 


and examination 


might law 


which he 
was commissioned 


This section seems to invest the collector 
with broad, ambulatory 
port of which is that he 


paver 


powers—the pur 
may pursue a tax 
into any state where the 


mav be found 


taxpayel 


and there 


proces d to make 


the examination which he 


is authorized by 
It is to be note d 
language is so couched as to apply 


this section to undertake 
that the 
only to the collector pel sonally, no reference 


being made to any 


subordinate Or avent 


May collector issue summons in any case 
where false and fraudulent income tax re- 
turn has been filed? 
has dealt 


The discussion above 
with the 
collector to 


general authority of a 


summon a person to appear 
before him and to produce e books and render 
testimony, and has examined the enforce 
ment and penalty provisions with respect to 
such a summons Ht should be noted, how 
that Section 3615(a) 


authority to the collector 


ever, 


delegates such 


only “respecting 


a refusal to ‘‘supply any information” 
tested by an indictment under Sec 
which makes it a misdemeanor for any persor 
willfully to fail to file a return, pay a ta» 
keep records or supply informatior 


may he 
1 15( ad 





erenic oO if 
5611 ndicates tl 


equate | it} 


disse e and 


charges 


which any 


n or list 


yn 3611 Impose 


karly 


assessor oOo 


return of i ] ! } . 


to examin 


the quantity f goods a distiller or 


46 


andise, made or ld and business,” to compel a to 


[It seems apparent that manufacturer to produce books 


ion 3611 does questions concerning the falsity 
‘ 

iran income’ turns of tobacco manufacturers 

examine books and papers belonging 


banks and banking institutions “—all t 


1 1 
creating liability 
' end of enabling the assessor or 
return on time t 1s 
to enforce the taxes imposed up 
hypothetical case 1s not 


; liquors, tobacco, and banking instituti 
f either provision, since , | 

; ‘ ' ; Where, under alleged authority of the 
a timely return has been ‘ 

. ute authorizing the assessor to summo 


‘person having possession, custody 


liability occurs wherever of books of account, containing 


is required to deliver “a_ lating to the trade or busines 


er return of objects subject son,” ” the assess 


or summoned an 


( S615¢b) Acts creating lia willfully attempts in any manner to ¢ 


Such mmons may be issued defeat any tax imposed by this chapter or th 


Refusal or neglect to comply with notice payment thereof, shall, in addition to other! 
return If any person, on being noti penalties provided by law be suilty of 
provided in section 3611 felony and, upon conviction thereof, be fine 
ect to render such list or not more than $10,000, or imprisoned for ne 
ie required, or more than five years, or both, together with 
render return on time the costs of prosecution 
son who is required to de " See cases in notes to 26 USC 
other return of objects “See discussion in In re 
the time re footnote 32 


32 
at 
ulent return v | 
required to de 186 173 
return of objects The authority of a supervisor 
return which in revenue to issue a summons made coexter 
is erroneous, false with that of assessors by the Act of 
iny undervaluation 1868, Sec 19 (15 Stat. 144) w 
the subsequent transfer 
examination of books assessor's authority to collec 
who is required to de “e 3. No. 1,208 (DC Mo 
other return of objects s Wasson Fed. Ca 
illow any regularly | ; l 5. vw. TI 
nment officer to examine his l 15 (DC W 


is 

Lippman, Fed 
b) provides Failure 1868) In re Phillips 

r taux or ittempt to de 1.097 (DC Va 1869) 

Any person required under * Stanwood Green, Fed 
wcount for ind pay (DC Miss 
by this chapter, who amended by 

or truthfully account 

iX, and any person who 
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| ie had 


nquiry into income ol 


1 
books so 


to the tax 
busine ss, and the asse ssor’s 
dismissed.” In addition, it was 


Summons 


be limited 


issued to a person 
books and 


investiga 


in scope to 


oncerning the subject of 


hat such books and records had 


described with reasonable certainty.” 


view of the fact that the law 


ym the Civil War period and was directed 
; 


he entorcement ot 


stems 
taxes on “objects 
that the 
holdover 
iat era and, accordingly, not at all 


to tax,” i 1s 


3615 


suggested 


Section may be a 


icable in the 


enforcement of our income 
so, the 
creates an act oft 


fourth subsection 
lability 
who is required to file 


urn fails to 


person 
permit an examination 
ks, is likewise without applicability 
ime tax matter. 


Auxiliary Powers of Collectors 
and Revenue Agents 


hough the examimation of powers of 


nd revenue ag other than 


Sections 3614 


ents, 
and 
scope of this paper, 
here noted 


al 


within 


orizes any collector, dep- 


internal revenue agent ort 
both during the dav and 


nder given 


ente! 


circumstances, any 


place where any articles or 


objects subject to tax are made, produced 


kept within his district, so far as it may 


be necessary for the purpose of examining 


said il cles or obiects.” 


Section 3602, the 


courts of the 


Seve ral judges 
United States 
Inited States commissioners may, 
thei issue 
any internal 


ue officer to search any premises within 


jurisdictions, 
authorizing 


respective 
warrants, 


same, if such officer makes oath in writ- 


that he has reason to believe, and does 


that a 


believe, fraud upon the revenue has 

‘In re Chadwick, Fed. Cas. No. 2,570 
Mass 1870) 

In re Becker, cited at footnote 45 

26 USCA, Sec. 3601 provides as follows 
Entry of Premises for Examination of Taxable 
Objects 

(a) Authority 

(1) Entry during day Any 
deputy collector, internal revenue agent, or 
inspector may enter, in the daytime, any 
building or place where any articles or objects 


(DC 


collector, 


Subpoena Powers 


been or is being 


said premises.” 


committed upon or by thi 
use of the 

General powers and duties relating to col 
lection, as they affect the collectors, deputy 
collectors and internal revenue agents, are 
Section 3654 


set forth in Under this sec 


tion, collection 


within his 
that all 


relating to the 


every collector 


laws and regula 
collection of internal 
faithfully executed and 
complied with, and shall aid in the preven 
tion, detection and punishment of any frauds 
in relation thereto 
shall 


books, 


district shall se« 
tions 


revenue taxes are 


For such purposes, he 
examine all 
accounts and 
oaths; and to summon any per 
books and papers, or to 


appear and testify under oath befor 


have power to persons, 
papers, 


administer 


premises; to 


son to produce 
him; 
and to compel compliance with such sum 
mons in the 
Section 3615 

Under 


lector 


same manner as provided in 


Section 3654(b), every deputy col 
shall have the like authority in every 
respect to < ollect the taxes levied or assessed 
within the portion of the district assigned 
which is by law vested in the col 
himself, but collector 


to him 
lector shall, in 
respect, be responsible, both to the 
United States and to individuals, 


may be, tor all 


each 
every 
as the case 
collec ted 
neglecte d to be 
while 


moneys and for 


every act done or done by 


any of his deputies acting in such 


capacity 


Finally, under Section 3654(c), every in 
that 


all laws 
i 


lection ot 


ternal revenue agent shall see 
and regulations relating to the « 
internal revenue 


taxes are faithfully exe 


cuted and complied with, and shall aid in 
the prevention, detection and punishment of 


any frauds in relation thereto 


1 


powers are vested in a col 
deputy under Section 
3711, which provides that all persons, and 
officers of 


Additional 
lector or collector 
companies or 
required, on demand of 
uty collector about to distrain or havirtg 
distrained on any property or rights of prop 


corporations, ar¢ 
a collector or dep 


erty, to exhibit all books containing evidence 
or statements relating to the subject of dis 
traint, or the property or rights of property 
liable to distraint for the tax due 


subject to tax are made, produced, or kept, 
within his district, so far as it may be neces 
sary for the purpose of examining said articles 
or objects 

‘(2) Entry at night.—When such premises 
are open at night, such officers may enter them 
While so open, in the performance of their 
official duties.’’ 

*It is doubted whether this provision would 
be interpreted to cover a safe deposit box in 
an income tax case 


397 





Section 4003(a) provides that all internal 


revenue agents shall have all the powers ot 


entry and examination conferred upon 


Section 


any 
3601 


2857, and all 


othicer oft 


nad sections 


internal 
QIK 


revenue by 


2839 and 


provisions of said sections, including 


ose imposing fines, forfeitures, penalties 


other punishments for the 


the reo}, shall be 


entorcement 
to the 


agents in the 


applicable action ot 


internal revenue 


Same IMnanner 


as tf such agents were 


spec ially name d in 


each ot said sections 


Proposed Legislation 


Phe sections discussed are 


hereinabove 
covered 1! 


sion, H.R 


osed new revenuc 


revi 
R300 


Examination of books and witnesses. 
Section 7602 of H. R. 8300 deals with the 
bor } Ss and and 
to combine, 


Cxamimation otf witnesses, 
within the one se¢ 
( ode 


(b), 


vhat 1s vy set 


forth in the 
separate Section 3614(a) and and 


(a), (b) and (c) 


Althoug! the Wavs 


miittes SeECctlo 


and Means Com 


tates that n 7602 contains no 


change trom existing law, 


material 


in effect, 

a reading Sek 
“ 1 
Secretary or his dele 


books, 


data which 


orized to examine 


r other may 
material to such inquiry”; 

1 habl lor tax oO! 
rm the act, o1 othe 


I any 
| now le ds ( 


In the premise 


the “Secretary or his dele 


place named I 


‘Secs 2828 2839 and 2857 
provisions with respect to the 


officers to 


make various 
power of revenue 
tubs, and 


wholesale 


inspect 
ind records of re 
dealer 

Sec 7602 Examination of 
W itnesses 


distilleries 


tiflers and 


books 
liquor 
Books and 

For the purpose of ascertaining the correct 
ness of any return, making a return 
none has made, determining the 
of any person for any internal 
or the liability at law or in 
transferee or fiduciary of any person in respect 
internal revenue tax, or collecting any 
liability, the Secretary or his delegate is 
authorized 

(1) To examine any books, papers, records 
or other data which may be relevant or material 
to such inquiry; 

(2) To summon the person liable for tax or 
required to perform the act, or any officer 


398 


where 
liability 
revenue tax 
equity of any 


been 


of any 
such 


May, 


1954 e@ 


mony oO} the 


person concerned as may 


“relevant or material” to such inquiry 


Initially, it may be seen that the au 


zation now extends to the secretar) 


whereas the 
3615 to 
collector 


delegate, general authority 


under Section 
to the 


proposed measure 


issue a summons 


runs only Furthe 


more, the 


himself 
authorizes an 
examination ot! books, the summoning ot a 
person to produce such books and the tak 


testimony books 


ing of such where such 


and “relevant or material’ 
inquiry It is to be 


these 


testimony are 
to such questioned 


whether provisions of Section 7602 


do not broaden the requirements presently 


existing with respect to the scope of an 


agent’s examination.” 


Finally, We the 
authority 


collector has im tact 1 
to issue a summons under Sects 
3615(a) in an income tax matter, as here 
above suggested,” does the prop sed mea 
authority: = It 
hability 
3615(b) 


sector 


now give him sucl 
that the 


presently 


may 


seen acts creating 


exist ow section 


been omitted 


from proposed 
Enforcement of summons. 
with the 


and the 


deals 


ourt 


jurisdiction 
entorcement 


Subsection the counterpart 


it Section 
the pro\ 
36033 


present 


district court of the United 


} 1 1 


district in which the pers 


resides shall have jurisdiction, the pre 


measure broadens the scope to include 


States district court to istriu 


person resides of 


ft Section 7604 


present Code Sect 


rorcement ot 


or employee of such person, or any other 
person having knowledge in the 
appear before the Secretary or his delegate at 
a time and place named in the summons and to 
produce such papers, records, or other 
data, and to give such testimony under oath 
is may be relevant or material to such inquiry 
and 
(3) To take such testimony of the 
concerned, under oath, as may be 
material to such inquiry 
Ways and Means Committee Rept. No 
83d Cong., 2d Sess., at p. A436 
See topic entitled ‘Scope of 
ination,’’ at p. 391 
‘See topic entitled May collector issue 
summons in any case where false or fraudulent 
income tax return has been filed?’’ at p. 395 
” To the same effect see Sec. 7402(b) 


premises to 


books 


person 
relevant oO! 


1337 


agents exam 
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person examined neglects or refuses to obey 
| 


such summons “or to produce books, papers, 


then in such cir 
cumstances the “Secretary 


records or other data,” 


or his delegate” 
may apply to the judge of the district court 
or to a United States commissioner for the 
district which the 


amined resided “o1 


within person so ex 


is found” for an attach 


ment a contempt 


against him as for 


Failure to obey summons. 
provides that any 


Section 7210 
“being duly 
summoned to appear to testify, or to appeat 


books, 


othe 


W he , 


person 


and produce accounts, records, 


memoranda or papers as required 


neglects to appear or to produce such 
oks, accounts, 


records, memoranda, or 


her papers, 


fined 


shall, upon conviction thereof, 
more $1,000, or im 
both, 
Here, 

too, the Wavs and Means Committee, in its 
report on the stated that 


this material 


than 
than 
with costs of prosecution.” ” 


not 


prisoned not more one year, of 


together 


bill, has cavalierly 


section 


contains no change 


law 


should 


refers toa 


trom existing 


Initially, it 
3616(b) 


be observed that Sec 


tion part 
the person examined to appear and pro 
ce “books,” 7210 refers 


failure “hooks, 


failure on the 


Section 


¢ } 
produce 


. 1 
noted 


that the pen 
could be imposed 


ily a collector’s 


Thus, 


have 


subyx ena 


crime will 


Auxiliary powers.— lh: 
3601, 


resent Sectio1 


dealing with the entry of premuses 


1s to be 
mn 3602, dealing 


aA 
been 


m of taxable objects, 


n 7606. Secti 


varently 


books 


r deputy collector 


production of 


found in Section 


$003 does not ap 


"Compare Sec, 3616(b) of the Code 
Report cited at footnote 56, at p 
See topics entitled ‘‘Collector’s Summons to 
Produce 300ks and Give Testimony (Section 
3615),"" at p. 393, and ‘‘Commissioner’s Exam- 
ination of 300ks and Witnesses (Section 
3614(a)),’’ at p. 390 

26 USCA, Secs 

* 26 USCA, Secs 
28 USCA 


A426 


1114(a) 
1100-1133 


1119(b) 


Subpoena Powers 


SUBPOENA POWERS 
OF THE TAX COURT OF UNITED STATES 


It is anomalous, but 
that although the 
States 


by subpoena the 


seems to be a fact, 
United 


require 


Tax Court of the 


may examine 


witnesses and 


attendance and testimony 
of witnesses and the production of all 


necessary returns, books, papers, docu 


other evidence 
United States, at any 
hearing,” 


ments, correspondence and 


from any place in the 


designated there is no 


place oO! 
which the court 
Lhe Court, 


creature of Congress 


means by 


process 


may entorce is 


lax being entirely a 


and created solely 
authority, has no inherent 
power to punish disobedience of 
Nowhere in the statutor 
any authority 


itself to entores 


by statutory 
its orders 
Vv provisions 1s there 
given to the 


specific court 


its orders 


It has 
of the 


generally been assumed that orde: 
Pax Court 
enforceable by 


United 


SulNMoOnInNg a 
the 
States tor 


withess are 
court of the 
which the 
resides. In the 
of specific statutory authority, however, the 
district court would 


district 
the district in 


summoned 


person absence 


jurisdiction 
ourt \n 
fails to 
district 


not have 
order of the Tax ¢ 
examination of the judicial 
giving thie 
witl 


to entorce an 


code 


reveal any provisiot 


court authority in c 


nnection orders 


of the Tax Court 


li the Tax Court were 
provisions of the 


subject to thi 
\dministrative Procedure 
Act,” the district court of the [ 


nited States 


would have mmpel 


statutory authority to cé 


compliance with its subpoenas. It has, how 

seems to be the 
itself) that it 1 
the 
Admini 

’rocedure ’ t is the position 
Attorney 1 f the Unites 


States that “the T: ourt an agency 


(and it 
lax ( 


ever, been argued 
ourt 
within the meaning of 


of Section 2(a) of the 


but is included in the term ‘ as used 
im such Act.” During the hearings on the 
Administrative P 1945, the 
Attorney chairman 


ft the 


rocedure 
(;eneral 


senate 


wrote t 


Judiciary Committee and to 


1 


the chairman of the House Judiciary Com 


mittee and asserted that the term 


“courts,” 

* Administrative 
11, 1946, Ch. 324 
Cong 

7 Sec 
follows 

(a) AGENCY 
(whether or not 
by another 


Procedure Act 
60 Stat. 237 


Act of 
Pub. L. 404 


June 
79th 
2d Sess 

2(a) of the act provides, in part, as 
Agency’ means each authority 
within or Subject to review 
agency) of the Government of the 
United States other than Congress 
or the governments of the 
tories, or the District of 
USCA, Sec. 1001(a) 


the courts 
possessions, Terri 
Columbia 





Administra 
apply,” the 

be aring on 
district court to entorce 
3633 of 
* Pursuant there 


ummoned under the inter- 


subpoena, is Section 
Internal Revenue Code 
ny person ls 
iue laws to appear, to testify, or 
papers or other data, the 
States for the 
shall 


process to 


United 
| 


which such person resides 
by appropriate 
tendance, 


testimony, or pro 


S, papers o1 other data 


question thus arises whether Section 
a subpoena of the 
from the 


Act of 1913, but subsequent acts conferred 


ly applies to 


This section stems 


sir al 


jurisdiction upon the district courts 


of the United States to compel compliance 


issued under the then- 


ith summonses 


} 
ppl able 


af title 


Inasmuch < the ax Court, formerly 


as tl ard lax Appeals, was 


1924 


legislative 


pursuan provisions of the 


argued that the 
oft Section 


may 
3633 is such as to indi 
applicable to the 


M oreover, t} IS provisio! I 


at it is not ‘lax 


( ourt 1aS always 


beet associated vith the provisions con 


cerning examinations by internal 


revenue 


personne] 


| 1 
In any , It seems quite clear that 


a party ( ourt proceeding who has 


ises to obey 
1 


witness who rety 
he subpoena or , having 
testily 


the Tax Court to 


appcal 
retuses to not have process of 
compliance, and 


to testily 


that such witness w iot refuse 
| 


] 


at his peril and at the risk of being punished 


‘See S 
entitled 
lative History 
223-224, 406-414 
” In asserting that the Tax Court is not an 
agency within the act the government has 
pointed to Sec. 5 of the act, relating to ‘‘Ad- 
judication’’ and Sec. 10, relating to ‘‘Judicial 
Review See Government's Brief in state of 
Arthur D. Cronin v. Commissioner, 47-2 ust 
{ 10,587, 164 F. (2d) 561 (CCA-6) 

” Footnote 5 

™ Act of 1913, Ch. 16, Sec. II, K, 38 Stat. 179; 
Act of 1916, Ch. 463, Sec. 20, 39 Stat. 776; Act 
of 1919, Ch. 18, Sec. 1318, 40 Stat. 1148; Act of 
1921, Ch. 136, Sec. 1310, 42 Stat. 310; Act of 1924, 


400 


Doc No. 248 
Administrative 
79th 


79th Cong., 2d Sess 
Procedure Act, Legis 


Congress, 1944-1946,"" pp 


May, 


1954 e@ 


as tor a contempt. The party is thus pu 


his choice as to whether to proceed without 


such 


testimony of vitness or to ask 


lax Court for an adjournment 
inuance, pending application to tl 
urt of the United States for an 


orcing the Tax Court subpoena 


which has 
that the 
( ompli 


Ihe only reps decision 


been found in i held assumes 


district court h; wer to compel 


does discuss the 


and 
ot Section 3633 


ance applicability 


In such case a subpoenaed 


witness retused to produce 


| certain 


papers 


such retusal the case was continued 


l pon 
pending application to the district court of 
the United States Some months later an 
order was entered by the district 


compelling the witness to comply 


court 
with the 
order to produce such papers 


Refusals to obey subpoenas of the Tax 


encountered In 
which they 


Court have rarely been 


the rare cases i have, the gen 
has been that counsel] have 
proceeded without the testimony of the re 


luctant many 


eral « x perience 


witness In cases, this may 
undesirable 
fact that the 


district court has 


and 
light of the 
well be that the 
no power whatsoever to compel compliance, 


prove to be a dangerous 
practice In the 
law may 


even if a continuance were to be 
would 


granted, it 
desirable to clarifv the 
investing the 


seem highly 


situation by with 


Tax Court 
power to punish disobedience of its proper 
subpoenas, as in the case of a contempt 


the district court 


STATUTE OF LIMITATIONS 
IN CRIMINAL FRAUD CASES 


‘ode Section 3748 makes provision 


period of limitations of three vears for 


ffenses arising under the internal revenue 


period shall be = six 


offense of willfully 


laws, except that the 


vears tor the attempting 


in any manner to evade or defeat any tax or 
the payment thereof." TI 


Ch 234 Sec 1025(a), 43 Stat 348 Act of 
1926, Ch. 27, Sec. 1122a, 44 Stat. 121 

In the use of the word ‘‘summons,’ 
would appear to be further integration 
the provisions concerning summonses 
by such internal revenue personne! Sec 
does not mention a summons 

‘subpoena.”’ 

% U.S. v. Union Trust Company of Pittsburgh, 
36-1 ustc § 9038, 13 F. Supp. 286 (DC Pa.) 

% 26 USCA, Sec. 3748. The full text of the 
portion of the statute is as follows No 
person shall be prosecuted, tried, or punished, 
for any of the various offenses arising under 
the internal revenue laws of the United States 
unless the indictment is found or the informa 


there 
with 
issued 
1114 
but speaks of a 
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provides 
person 


that the time during which the 
committing any of the offenses is 
absent from the district wherein the same is 
committed shall not be taken as any part of 
the time limited by law for the commence 
ment of the proceedings.” It is this latter 
provision which has given rise to litigation, 


confusion and the need for legislative action 


Problem 


Code Section 53(b)(1) provides that re 
turns of individuals shall be made to the 
for the district in which 1s located 

residence or 


collector 
the legal 


business of the 


principal place ol 
making the return 
r, if he has no legal residence or principal 
place of business in the United States, then 
to the collector at Baltimore, Maryland.” 
Thus, the offense of filing a false or fraudu- 
lent tax return or of failing to file a return 
is deemed to 


person 


have be en 


committed at the 
where the return was or should have 
filed that the 
word “district,” as used in Section 53(b)(1), 


means 


place 
been There is no question 
“collection 
“district,” 
1 
erally 
trict.” 


district”; and the word 
as used in Section 3748, has gen- 
been thought to mean “judicial dis- 

There is a serious question as to 
when a person is “absent” from the judicial 


district 


For example, residents of the District of 


Columbia are required to file returns of 


income in the collection district 


othice at 


(Footnote 74 continued) 
tion instituted within three years next after 
the commission of the offense, except that the 
neriod of limitation shall be six years— 

““(1) for offenses involving the defrauding or 
attempting to defraud the United States or any 
agency thereof, whether by conspiracy or not, 
and in any manner, 

(2) for the offense of willfully attempting in 
any manner to evade or defeat any tax or the 
payment thereof, and 

(3) for the offense of 
assisting in, or procuring, counseling, or ad- 
vising, the preparation or presentation under, 
or in connection with any matter arising under 
the internal revenue laws, of a false or fraudu- 
lent return, affidavit, claim, or document 
(whether or not such falsity or fraud is with 
the knowledge or consent of the person au 
thorized or required to present such return, 
affidavit, claim, or document) 

For civil purposes, there is no limitation 
period where a false return, or no return, has 
been filed. 26 USCA, Sec. 276(a) 

26 USCA, Sec. 3748. This portion of the 
statute provides, in terms, as follows ‘For 
arising under section 37 of the Criminal 
Code, March 4, 1909, 35 Stat. 1096 (U. S. C 
Title 18, § 88), where the object of the 
spiracy is to attempt in any 
or defeat 
period of 
rhe time 


willfully aiding or 


offenses 


con- 
manner to evade 
any tax or the payment thereof, the 
limitation shall also be six years 
during which the person committing 
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Baltimore, Maryland.” 
collection office in 


Since they and the 
which such returns ar¢ 
filed are not located within the same judi- 
cial district, the problem 
whether such taxpayers are 
the district If so, they 
able to avail 
limitations 


arises as to 
“absent” from 
would not be 
themselves of the statute ot 
The 
problem is particularly acute because the resi 
dents of almost third of the 
in the United States must file their 
in collection districts other than the 
district.” The problem is, of course, not 
present in a state New Jersey, 
where there are two collection districts and 
only one judicial district If the 
committed in either of the collection 
tricts, it will necessarily fall 
single judicial district.” 
arise if the New 
during the limitations 


during any such absence 


one counties 
returns 
judicial 


such as 


crime is 
dis- 
within the 
The problem would 
Te rsey should, 
period, remove his 
residence to another state and, accordingly, 
another judicial district. But suppose, how 
ever, that the taxpayer continues his principal 


taxpayer! 


place of business within the judicial district 
of New Jersey: Is it not arguable that he 
himself from the judicial 


has not absented 


district ? 


Cases 
Althougn the 


limitations provisions 
1884," they 


aforementioned statute-ot 


were first passed in 


were not—so far as can be as 


any of the offenses above mentioned is absent 
from the district wherein the same is committed 
shall not be taken as any part of the time 
limited by law for the commencement of such 
proceedings Where a complaint is instituted 
before a commissioner of the United States 
within the period above limited, the time shall 
be extended until the discharge of the grand 
jury at its next session within the district.”’ 

76 26 USCA, See. 53(b) (1) 

7 Bowles v. U. S., 1934 CCH J 9546, 73 F. (2d) 
772 (CCA-4); see, also, U. 8S. v. Beard, A-1 
ustc § 9196 (DC Md.); ef. U. S. v. Albanese, 
54-1 ustc § 9178 (DC N, Y.) 

* See S. Fin. Rept. No. 1507, 82d Cong., 2d 
Sess., on H. R. 5048, p. 2; see U. 8. v. Beard 
cited at footnote 77 

7” Bowles 1 U. 8 

The Treasury 
this situation 
of 945 out of 
Hearings Before 
83d Cong., Ist 
tevision, p. 1357 

*t For a comprehensive treatment of collection 
and judicial districts in all states and territories 
of the United States see Wolfram, ‘‘Tolling 
the Statute of Limitations in a Criminal Tax 
Case: A Supplement,’’ TAxEs—The Tax Maga 
zine, July, 1950, pp. 609 and following 

** As originally proposed in Congress, the 
tolling provision was applicable only ‘‘to per 


cited at footnote 77 

Department has reported that 
exists with respect to residents 
3,070 counties in the country 
Ways and Means Committee 
Sess., Pt. 2, General Revenue 
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certained judicially 


latter date, 


1935." 


provisions have 


considered until 


Since the these 


frequently been before the district 


of the { 


courts 
apparently not 
directly betore any appellate tribunal A 


Beard, 


nited States, but 


recent decision in this area is UU. S. 2 


195 j “4 


lhe defendant in the Beard case was in 
dicted tor 


decided on January 26, 


evasion of income taxes on three 
counts The indictment was filed on Janu 
ary 29, 195 > the 


under the first 


return alleged to be false 
had filed on 
1946, which was six Vears and 


count been 


January 
14 day filing of the 
Defendant moved to dismiss the 
of the indictment, on the 
period ot 
the filing 


s prior to the indictment 
frst count 
that the 


before 


ground 


| 


limitations had expired 


ol the 


indictment 


The facts showed that the defendant had 
resided in the District of Columbia con 
than 40 years; 

1946, to January 29, 
from his home in the 
Columbia for 


than tw 


that such 


tinuously tor more that from 


1952, he 


District of 


January 15 
VaS aWay 


business and pleasure not 


more o or three 


days at a time; and 


natural and 


normal, and without intent to imtertere 


absences were only 


with 


or hinder the investigation or prosecution 


of the case The court noted that as a 


resident of the District 


ft Columbia, which 
district of Mary 
legally obliged to 


return and 


was within the 
land, the 
file his 

be prosecuted for a 
the judicial district of 


be noted that 


collection 
detendant was 


income tax there could 
return only in 


Marvland.” It is t 
Federal 


! alse 


under the Rules oft 


(Footnote 82 continued) 


sons beyond the reach of legal process See 
Note, 66 Harvard Law Review 1323 (1953) 
When introduced, the measure carried with it 
the recommendation of the Commissioner of 
Internal Revenue (15 Congressional Record 
3097), endorsed by the Secretary of the Treas- 
ury which stated in part as follows it 
respectfully suggest that Congress be requested 
to enact a statute fixing the limitation for the 
prosecution of offenses against the revenue laws 
at a much less period than five years, as now 
provided by law, except in cases where the 
accused places himself beyond the jurisdiction 
of the district where the offense is committed.’ 
(Italics supplied.) Wolfram Tolling the Stat- 
ute of Limitations in a Criminal Tax Case.’ 
TAxeES—The Tac Magazine, January, 1950, p. 54, 
footnote 11 In a separate letter, the Secretary 
of the Treasury stated A proviso excepting 
cases in which the accused places himself be- 
yond the jurisdiction of the proper court should 
be inserted in the Bill (Article cited above.) 


SU. S. vw. Anthracite 
ustc § 9035, 11 F. Supp 
“ Cited at footnote 77 
“ Bowles v. U. S8., 


“ Federal 
18 
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Brewing Company, 35-1 
1018 (DC Pa., 1934) 


cited at footnote 77 


Rules of Criminal Procedure, Rule 


May, 


1954 @ 


Criminal Procedure, the 


shall 
be had in a district in which the offense was 
committed.” 


prosecution 
Accordingly, prosecution in the 


wrong district is 


fatal to the government’s 
Case, 

The government's 
because the defendant had never resided in 
Maryland, he had from the 
judicial and, accordingly, the 
ute had during 


absence 


contention was that 


been “absent” 
district 
tolled 

The court concluded 
legislative history of the 


Stal 
such 
that the 
statute, as well as 
a reasonable construction thereof, indicated 
that the word “absent” should be 
preted to mean that defendant 


the period of 


inter 
“absented” 
Accord 
dismiss the 
Was 


himself from the judicial district.” 
ingly, 
first 


defendant’s motion to 


count of the indictment granted 


Earlier decisions by the 


courts have 


district 
areas of doubt in 
this and conflict 
other. On the authority of U.S 
a resident of the 


various 
created many 
connection, with each 
v. Mathis,* 
New Jers y 
normally short 
periods for business or recreation would not 
be absenting himself from the jurisdiction 
so as to toll the statute On the other hand, 
a resident of the Southern District of New 
York, leaving the district under similar 
circumstances, has been held to be “absent 
district.” * Apparently to the 
contrary is the recent decision in U. S. v. 
Altruda, decided by the Southern District 
of New York.” The New District 
Court and the Southern District of Ne 
York are, moreover, in conflict on the 


district of 


who leaves the district for 


from the 


Jersey 


ques- 


** The court stated If 
lexicographically it seems inapt to say that a 
person who has never resided in a certain 
judicial district is absent from that district. For 
illustration—a child who has never been en- 
tered at a school would not properly be marked 
as absent from schoo! 3ut more importantly, 
I think the history of the legislation indicates 
that the word ‘absent’ in this particular statute 
was intended to be used in the sense of one 
who is in some way evading criminal 
as by absenting himself from his 
dence 

39-2 ustc 7 9710, 28 F. Supp. 582 (DC N. J.). 

”% TU). S. v. Frankel, 39-2 ustc 7 9714 (DCN. Y.). 

” At the time of writing, the foregoing case 
had not been reported However, it 
from telephonic conversations 
of the United States Attorney, 
trict of New York, that the indictment had 
been returned on November 16, 1953, charging 
willful intent to defeat and evade income taxes 
for the years 1945, 1946 and 1947. The de- 
fendant had made five trips to Europe and was 
out of the county 917 days during this six-year 
period of limitations. On motion to dismiss, it 
was held that the statute of limitations had 
not tolled during taxpayer's absence. Judge 
Connor held that there had been no showing 
of intent on the part of the taxpayer to change 
his domicile or residence 
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considered merely 


process 
usual resi- 


appears 
with the office 
Southern Dis- 





tion whether a nonresident alien is “absent” 


trom the district 1f he 
to file, a return 
outside the 


trict Court 


files, or is required 


from abroad and remains 
district The New Jersey Dis- 
held that such cir- 
statute was not tolled;™ 
1¢ Southern District of New York has held 
to the = 


has under 


cumstances the 


1 


contrary 


In U.S. vw. Sats," defendant was indicted 
More than six 
years had elapsed between the filing of sucl 
return and the indictment. The 
filed in Albany, which is in the 
District of New York, although 
resided in the Bronx, which ts in the Soutl 
ern District of New York Shortly after 
filing the return, defendant moved to Cali 
fornia. On dismiss the 
on the 
“absent from 
noted that the 
North 
ern District, but been absent 
from both the district and the 
judicial district by reason of his removal to 


And in U/ 5 Udell,™ the 


Was a Delaware 


false 


for filing a 


return 


return was 
Norther 


defendant 


motion to indict 
ment, the 
that the 


the district It 


motion was denied, ground 
detendant had been 
should be 

never resided in the 
that he had 


collection 


detendant had 


Calitornia 


defendant resident ot 


(which has one collection and one 


judi ial 
return 
and within the six-veat 
established his 


Statute 


district) at the 


time when the 


Was 
filed, but thereafter 
period 
The 


elsewhere 
tolled 


residence 
was held to have 


that the 
more 
history of the 


It would seem approach of the 


The 


limitations 


Beard case is the 


desirable legis 


lative statute of 


discloses that it was originally held to have 
where the detendant 
“fleeing from jus 
tice.” The standard should be compatible 
with the “fleeing 
which the 


tolled I cases Was 


seas or 


from justice” standard 


wit! 


courts have long been 


familiar in non-income tax tederal crimes 


S. v. Bliopoulos, 45 F 
l S. 1 Patenotre, 


Supp. 777 (1942) 
48-2 ustc © 9419, 81 F 
Supp. 1000 

53-1 ustc £ 9244 


109 F. Supp. 94 (DC N. Y., 


* $248, 109 F. Supp. 96 (DC Del., 
1952) 

” As pointed out by 
U. S. v. Beard, cited at 
familiar of the early 
limitations was the 
ch. 16, (1623) which 
the running of the 
plaintiff who was 
the Statute of 4 


was Judge Chestnut in 


footnote 77, the ‘‘most 
3ritish statutes regarding 
Statute of’ 21, James I 
in certain civil suits tolled 
statute in favor of the 
beyond the seas’ and by 
Anne (1705), ch. 16, s. 19, 
the statute of limitations was also tolled in 
certain civil suits against defendants who go 
beyond the sea The earliest federal statute 
of limitations with regard to criminal offenses 
was the Act of 1790, 2nd Sess. ch. 9, s. 32, 1 
Stat. 119. which provided that limitations should 
be tolled where the defendant was ‘fleeing from 
justice’ and this is in substance the same 
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Certainly, the crime of income tax evasion 
involves no more moral turpitude than most 
other crimes, and involves flight 
justice than most others. It has been recog 

limitations should 


nized that the 
defend 


which have 
Recent proposals of legis- 


less trom 
Statute ot 


be construed libérally in favor of 


ants,’ even by those courts 
not done so.” 
lation introduced into Congress are predi 


cated on the “fleeing from justice” concept.” 


Constitutional Questions 
The 


guarantees to all 
which has in 
cluds 


Constitution of the United 
persons due process, 


held to in 


Does the 


states 


Lo 


some cases be en 


equal protection of law 


Statute grant equal protection to all per 


population of almost one third 
of all the counties in the 


sons if the 


country would be 
Although it 


who 


Sanctuary 

that 
themselves 
which they 
Crimmic 


deprived of its 
could be 


tarily 


argued 


persons volun 


remove judicial 
resided at the 
when the committed have by 
theit deprived themselves of the 


protection of the statute, there would seem 


from the 


district in time 


was 
own act 


to be no justification for such deprivation 


Nor 
consideration 
either the 


where such is not the 
that 


given to 


case does it 


seem Ssuihicient 
this 


literature or the cases 


has been 


facet in published 


Venue 


SO tat 


ascertained, the relation 


venue to the 


as Can be 


ship of limitation 


Statute ot 
The recent deci 


has brought the 


considered 
sion in U. S. v. Albanese’ 


has not been 


problem into sharp focus 


In the 
to dismiss two counts of an 


them with 


Albanese case, defendants moved 


indictmen 


charging deteat 


attempting to 
expression which is 
connection in the 
statutes with respect to criminal 

“18 USC 3290 (Supp. 1952) 
Note cited at footnote 82 

See U. BS v. 
U.S. 518 (1931) 

* See U. S. v. Satz, cited at 

S. v. Udell, cited at 

"See tevic entitled 
at p. 405 

m Constitution of the 
Amendment 

See footnote 80 

” Although this constitutional 
raised in a motion in U, 8. v. Udell, cited at 
footnote 94, the district court avoided it It 
may well be that the court's action was based 
on the fact that the defendant absented himself 
from the judicial district and, accordingly, the 
court may have considered the defendant not 
in a position to raise the objection 

™ Cited at footnote 77 


now used in a 
general federal 


similar 
limitation 
actions."’ 

cited in the 


Scharton, 3 wustc % 926 


footnote 93 
footnote 94 
Proposed Legislation 


and 


United States, Fifth 


objection was 
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and evade income taxes under 26 USCA 
Section 145(b) The ground urged for dis 
was that the “not 
committed in the 
New York.” Count I 
defendant willfully at 
defeat and 1947 in 
willfully preparing and causing 
be prepared and mailed in the 
District of New York” a false 
filed 

internal revenue at Albany, New 
York Count III charged that the defend 
ants (husband and wife) willfully attempted 
to defeat and evade 1949 income tax “by 
preparing and causing to be prepared and 
mailed in the Southern District of New 
York” a false raudulent which 
was filed collector of internal rev 
New York 
since the returns were filed 


otfense, if any, 


missal offenses were 


alleged to have been 


Southern District of 
charged that the 
tempted to 


ne tax “by 


evade his 


Southern 
and traudu 


lent with the col 


return, which was 


lector of 


and 
with the 
Albany 

contended that 
in Albany, the 


mitted t 


return 


enue at Defendant 


was 
should have 
(Northern 
with Rule 18, Fed- 
Rules of Criminal Procedure. 


com 
ere and prosecution 


} 
been had in that judicial district 


District) in accordance 


eral 


The court noted that sectiol 


145(b) doe S 


not make filing the essential element c: 


msti 
tuting the offense; and a successful prosecu 
tion under that section does not require the 
filing of a false return Rather, said the 
court, the section punishes fraudulent con 
duct which comprise “attempts in any man- 
ner to evade or defeat any tax.” 
further noted that the 


returns alle 


The court 
icts of filing the 
ged in Counts I and ITI were but 
the final steps in the fraudulent attempts 

Southern District to defeat 


false 


committed in the 
evac th 
LUS¢ \, sect! 


Relying on Title 18, 
which provides that 
“anv oftense against the United States 
begun in one district and completed in another, 
or committed in more than one district, may be 
inquired of and prosecuted in any district in 
which such offense was begun, continued, or 
completed,” the court ruled that affirmative acts 
constituting “attempts” 
had occurred in the 


New York, and 


ments 


to defeat and evade 
Southern District of 


consequently the indict 


were properly found In denying 


defendants’ motion, the court recognized 


the possibility that the 


filing of 


iudulent return might 


and 
constitute the at 


a false 


™ Rule 18 DISTRICT AND DIVISION, Ex 
cept as otherwise permitted by statute or by 
these rules, the prosecution shall be had in a 
district in which the offense was committed, 
but if the district consists of two or more 
divisions the trial shall be had in a division 
in which the offense was committed.”’ 
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The statute of limitations should be 
construed liberally in favor of 
defendants: U. S. v. Scharton 


tempt to defeat and evade tax, the inference 
being that an indictment might also 
been found in the Northern District. 


have 


This decision poses serious problems from 
the aspect of the limitations 
Although the involved in 
the Albanese case, its facts may be consid 
ered to represent a typical situation. It may 
be assumed that the defendants were at all 
times present within the judicial district of 
the Southern District of New York, and 
at no time present within the judicial dis 
trict of the Northern District of New York 
Thus, if the indictment were found in the 
Southern District because the offenses charged 
willfully 
pared and mailing a 


statute of 


Statute was not 


were preparing, causing to be pre 


false return, and said 

committed, the 

tolled during 

the period between the commission of the 
t and the return of the 


ottense 
other hand, the indictment 


offenses were there statute 


of limitations would not be 


indictment 
If, on the had 
been found in the Northern District of New 
York, because the offense charged was the 
filing of a false and fraudulent return, and 
said offenss Northern 
District of York, the Department ot 
Justice that the 
tolled 
period between the commission of the ot 
and the return of the 
Inasmuch as the 


was committed in the 
New 


would argue Statute oft 


limitations would have during the 


tense indictment.” 


commission of a Section 
145(b) offense is normally a progressive one, 
involving the and filing of a 


with 


preparation 
fraudulent 


and 


talse and return intent to 
deteat evade 


Section 3237 ot 


inasmuch as 
USCA, 
election ot 
where the 


tax, and 
Tithe 18, 
provides for an 


above 
quoted, district 


tor prosecution offense is com 
mitted in more than one district, may it not 
be argued that the 


In a position 


government may be 


to control the statute of limi 
tations by a judicious selection of the dis 


trict for the indictment 


bringing of an 
(Ot course, in a 
Beard,” the 


run, the 


case such as l ‘5 


statute of limitations having 


option would not be available 


% It is to be noted that as of July 1 
Bronx County which was formerly in the 
territory of the District Director of Internal 
Revenue—Albany (in the northern judicial 
district) was transferred to the territory of 
the District Director of Internal Revenue 
Upper Manhattan (in the southern judicial 
district) 

1% Cited at footnote 77 
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Let us suppose that affirmative acts have 


been undertaken in the posting of false in- 
yoices, the keeping of false books and rec 


ords, and the preparation of a false return 
Suppose, further, that the return is mailed 
in the District of Columbia, but 
rives at the 


Since 


never ar- 
Maryland. 

it has already been seen that failure 
mn the part of a resident of the District 
of Columbia to file an income tax return 
in Maryland constitutes an offense in Mary 
land,’ it could be argued—based upon the 
Albanese decision—that an indictment would 
be properly found in either jurisdiction. It 
is questionable whether a 
ment 


collection office in 


indict 
judicial dis 


separate 
each of the 
on the theory that a separate offens« 
was committed im each such district 


would lie in 


tricts 


that he 


residence and 


lt a taxpaye! knows is about to 
business to Cali 
be held 
judicial district of 
New Jersey if he prepares and files a false 
nd fraudulent with the 


director of internal 


remove his 


nia, and recognizes that he may 


from the 


be absent 


return district 


Newark 
prior to his departure, can he select his own 
rTorum by 


revenue at 


preparing and filing such return 


in California even though it be a late return? ™ 

“" Bowles v. U. 8., cited at footnote 77 

*" Although Sec. 53(b)(1) of the Code pro- 
vides that returns of individuals ‘“‘shall’’ be 
made to the collector for the district in which 
is located the legal residence or principal place 
of business of the person making the return, 
there is some indication through dictum that 
this provision is neither jurisdictional nor 
mandatory, but only directory See U. 8. v 
Dallas National Bank, Trustee, 46-1 ustc § 9117, 
152 F. (2d) 582 (CCA-5, 1945) If this indica- 
t correct, would not the statute of lim 
itations run in his favor while he resided in 
California? It is interesting to note that 
language appeared in H. R,. 5048, to be cited at 
footnote 112, as follows: “‘If any person, in 
the course of committing any offense in respect 
imposed by chapter 1 or chapter 2, 
les a return under such chapter in a collection 
district knowing that such district is not a 
collection district in which the filing of such 
return is prescribed pursuant to law, the 
period of limitations prescribed by this sub- 
section for such offense shall not commence to 
run in respect of such person until whichever 
of the following is the earlier: (A) the day 
yn which such return is received in the office 
for a collection district in which the filing of 
such return is prescribed pursuant to taw, or 
(B) the day on which there is received in the 
office for such a district a notice from such 
person stating when, and in which district, he 
filed such return.”” This provision does not 
ippear in the currently proposed H. R. 8300 

”" This portion of the bill broadens the scope 
if Sec. 3748(a) of the Code. (See footnote 74.) 
The first paragraph thereof provides as fol 
No person shall be prosecuted, tried, or 
punished for any of the various offenses aris- 
ing under the internal revenue laws unless the 
indictment is found or the information in- 


on 18 


of a tax 


ows 


Subpoena Powers 


New provisions regarding venue im crimi 
nal prosecutions have been proposed, and 
are hereinbelow discussed 


Proposed Legislation 
H. R. 8300 contains the following provisions 


Statute of limitations.—Section 6531 of 
the bill, which deals with the periods of 
limitations on criminal prosecutions,” 
vides, in part, as follows: “The time during 
which the committing any of the 
various offenses arising under the 


pro 


person 
internal 
revenue laws is outside of the United States 
or is a fugitive from justice within the 
meaning of Section 3290 of Title 18 of the 
United States Code, shall not be taken as 
any part of the time limited by law for the 


commencement of such proceedings 
This provision would clarify the law and 
would eliminate many of the 


construction 


and 
which 
would 


as U. S 
m1 


niceties 
with 
concerned. It 
that in cases 


technicalities of 
have been 
apparent such 
v. Eliopoulos*® and U. S. v. Patenotre 
the statute would be tolled during the time 
when the taxpayers were living in Europe 
This would 


the courts 


seem 


provision also eliminate the 
stituted within 3 years next after the commis 
sion of the offense, except that the period of 
limitation shall be 6 years 

(1) for offenses involving the defrauding or 
attempting to defraud the United States or any 
agency thereof, whether by conspiracy or not, 
and in any manner; 

(2) for the offense of willfully attempting 
in any manner to evade or defeat any tax or 
the payment thereof; 

‘(3) for the offense of 
assisting in, or procuring, 
vising, the preparation or presentation under 
or in connection with any matter arising under 
the internal revenue laws, of a false or fraudu- 
lent return, affidavit, claim, or document 
(whether or not such falsity or fraud is with 
the knowledge or consent of the person au 
thorized or required to present such return, 
affidavit, claim or document); 

(4) for the offense of willfully failing to pay 
any tax, or make any return (other than a 
return required under authority of part III of 
subchapter A of chapter 61) at the time or 
times required by law or regulations 

(5) for offenses described in sections 7206 
(1) and 7207 (relating to false statements and 
fraudulent documents) ; 

(6) for the offense described 
(a) (relating to intimidation of officers 
employees of the United States) 

‘‘(7) for offenses described in section 7214(a) 
committed by officers and employees of the 
United States; and 

‘(8) for offenses arising under section 371 
of Title 18 of the United States Code, where 
the object of the conspiracy is to attempt in any 
manner to evade or defeat any tax or the 
payment thereof 

0 Cited at footnote 91 

1! Cited at footnote 92 


willfully aiding or 
counseling, or ad 


in section 





troublesome problem of whether a person 


must have 


been present at time with 


district in order to be absent from it, 


or whether 


SOME 
im the 


such abse nce can be 


found even 
though the person was never present within 


the district It seems equally apparent that 
st, if not all, situations involving absence 


from the judicial! who 


district by a person 
within the 


the United 


would unquestionably 


remain continental confines oft 


States would be resolved. Em 
shift to whether 


was “a tug trom 


person itive justice 
Although the question might prove trouble 
some in a case in which the 


from. the 


taxpayer re 
moved district 
took 
determination 
obstacle to 
resolution than now exists in the resolution 
other 
the process ol the 


judicial 
committed 
elsewhere, the 


himself 


where the crime 


was and 


up residence 
would seem to offer no greater 


of any question of Inasmuch as 


tact 
federal government reaches 
throughout the country, the proposed meas 


ure provides all of the 


necessary safeguards 


What is meant by the “United States,” 
as used in Section 6531? Reference to Sec 
7701 (a)(9) of the bill 
the term “United 


geouraphi al 


tion 


that 
when used in a 
only the States 


and 


discloses 


States” 


“includes 
Alaska 


Columbia.” 


sense 
the lerritories of 
and the District of 
of the bill h 
“United 
tation 


Hawaii, 
Predecessors 
id incorporated the definition of 
States” within the 
provision, and had 
as well as “the possessions of the 
States, and the Canal Zone” 
the term It is submitted that 


statute-of-limi- 


embraced the 
horegoing 


United within 


the defini 
with the 


states to 


should be coextensive 
Linited 


the arrest otf any 


juris 
execute 
eTsSONn 101 
I 


See H. R. 5048, 82d Cong., 1st Sess., 
duced by Congressman Simpson in the 
of Representatives on August 2, 1951 
by the House on October 19, 1951, and 
after referred to the Senate 
Secretary of the Treasury by 
George dated January 15, 
favorably by the 
report cited at footnote 78.) 
adjournment of Congress, no definitive 
was taken on this measure, which 
the stutute-of-limitations provision to 
follows 

The running of the 
prescribed by this 
shall be 


intro- 
House 
passed 
there- 
approved by the 
letter to Senator 
1952, and reported 
Senate on May 1, 1952. (See 


action 
amended 
read as 


period of limitations 
subsection for any offense 
suspended in respect of a _ person 
committing such offense for any time during 
which such person is not present in the United 
States: except that there shall be no such 
suspension under this sentence for any time 
during which such person is not present in the 
United States by reason of active service as a 
member of the Armed Forces of the United 
States. The term ‘United States’, when used 
in the preceding sentence in a geographical 
sense, means the States, the Territories of 
Alaska and Hawaii, the District of Columbia 
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any of the offenses referred to or described 


in the section.” 


Furthermore, the current bill differs from 


its antecedents in that there are no excep 
tions for a person absent from the United 
State by 


ber of the armed forces of the United State S, 


reason oO! active service aS a mem 
nor are provisions set forth concerning the 
filing by a taxpayer of a return in a col 
district that such district 
is not a collection district in which the filing 
of such return is 


lection “knowing 


prescribed pursuant 


008 


to law. 


Finally, the 
where a 


current bill 
complaint 1s 
commissioner ot the 


that 
before a 
States 


provides 
instituted 
United within 
said period shall be 
nine months after thx 
filing of such complaint. The law as it now 
stands is that where a timely complaint has 
been instituted 


the limitations period, 


extended to a date 


before a commissioner, the 
limitations pertod is extended until the dis 
charge of the grand jury at its next session 


within the district 


The effective date of Section 6531 of the 


bill is governed by Section 7851(d), which 
provides: “All periods of limitation, whether 
applicable to civil causes and proceedings, 
or to the prosecution of offenses, or for the 
recovery of penalties or 


repealed shall not be 


rorteitures, 
affected thereby, but 
all suits, proceedings, or prosecutions, whether 


hereby 


civil or criminal, for causes arising, or 
committed, 


acts 


' 
done or prior to said repeal, 


may be commenced and 


time as if 


prosecute d within 


the Same this tithe had not 


been enacted.” 


(Continued on page 414) 


the possessions of the United States, and the 
Canal Zone If any person, in the course of 
committing any offense in respect of a tax 
imposed by chapter 1 or chapter 2, files a return 
under such chapter in a_ collection § district 
knowing that such district is not a collection 
district in which the filing of such return is 
prescribed pursuant to law, the period of lim 
itations prescribed by this subsection for such 
offense shall not commence to run in respect 
of such person until whichever of the following 
is the earlier: (A) the day on which such return 
is received in the office for a collection district 
in which the filing of such return is prescribed 
pursuant to law, or (B) the day on which there 
is received in the office for such a 
notice from such person stating when, and in 
which district, he filed such return 

Congressman Simpson reintroduced the meas 
ure into the House as H. R. 3431, at the 83d 
Cong., Ist Sess., on February 24, 1953. Said bill 
was substantially the same as H. R. 5048 but 
omitted all reference to the filing of returns 
in an erroneous collection district 

13 See report cited at footnote 78 

14 See footnote 112 
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By J. WILLIAM JANIS, CPA, New York City 


Special 


The Plight of the Transferee 
for Valuable Consideration 


( WNERSHIP of life insurance in the 

United States is today more widespread 
and on a larger scale than ever before. Each 
year sees a steady increase in the purchase 
of life insurance. At the end of 1952 there 
were 88 million policyholders in this country, 
or more than 1% times the number in 1925, 
and nearly more than times the 1900 
total.’ Its value as a form of indemnity and 


nine 


and a source of financial security—especially 
in the light of present living costs and taxa 
tion—is being recognized every day 

Behind this growth is the ever-increasing 
number of articles, books and other sources 
of information advocating the advantage of 
life insurance ownership for personal and 
business use and the 
consultant on partnership and corporate af- 
fairs are some of the people who know the 
advantages of properly planned insurance 
ownership. The Internal Revenue Code, too, 
has recognized the social and economic need 


The estate planner 


of life insurance by exempting from income 
taxation amounts under a life in 
surance contract paid by reason of the death 


of the insured.’ 


rece ived 


With this growth of life insurance, there 
arises a greater need at times for legitimate 
transfer of life insurance ownership of both 
a personal and a business nature. It is in 
teresting to note that the average duration 
of life insurance ownership is a relatively 
long one. For example, in an analysis of 
death claim payments originating in the month 
of June, 1953 (this is exclusive of payments 
maturing during the lifetime of the insured) 


on ordinary life insurance contracts, more 


1 Life Insurance Fact Book 1953 (Institute of 


Life Insurance) 
2 Code Sec. 22(b) (1) 


Valuable Consideration 


Should Section 22(b)(2)(A) Be 
Amended in the Light of the 


Growing Needs of Life Insurance? 


than 52 per cent of the policies had been 
owned for 20 years or more, and 79 per cent 
tor a period of ten years or more 8 


During this period of ownership events 
certainly can change the original need for 
life insurance ownership that might neces 
sitate the transfer to other interested parties. 
Additions or losses in the family group, an 
alteration of business needs—many enter 
prises can come and go in the course of 20 
years or more, with the result that transfers 
of the life insurance ownership might be 


necessary and desirable 


When this transfer is effected by valuable 
consideration the falls heir to 
Because the trans 
feree, for valuable consideration, is suspected 
of speculative intentions, the Code today, 
as has been 


transieree 
many tax disadvantages 


successfully contended in the 


courts by the Commissioner, does not en 
tirely exempt the life insurance proceeds of 


a transferee for valuable consideration.‘ 


It is the purpose of this article to review 
the application of this Code section of the 
law and the possible need of amending it in 
the light of the growing social and economic 
needs of life insurance. As it stands today, 

hidden trap with 
disastrous results for the unwary transferee 
for valuable 


the law can serve as a 


consideration 


The Law Today 


Section 22(b)(2)(A) provides that in cases 
where a life insurance endowment, or an 
nuity contract, is transferred for a valuable 
* Institute of Life Insurance, letter to author 
dated October 13, 1953 

* Code Sec. 22(b)(2)(A). 


407 





Business Problems 


This article also appears in the 
April, 1954 Insurance Law Journal. 


consideration, only the actual value of such 


consideration and the amount of premium 
and sums subsequently paid by the 
shall be exempt from taxation 
As amended by the 1942 Revenue Act, it is 
provided in this section that “the preceding 
sentence shall not apply in the case of such 


other 


transteree 


a transfer if such contract or interest therein 
determining 
the hands of a 


has a basis for loss in 


vain ofr 
determined in 


whole, or in part, by reference to such basis 


transleree 


of such contract or interest therein in the 


hands of the transferor 


Briefly, this was inserted to cover 
fers resulting from gifts, or 


trans 
arising out of 


tax-lIree reorgat 


zations. There are hidden 


dangers involved in thi 
will be 


tion the 


provision which 


discussed be low The only 


excep- 


Bureau has made involving trans 
ters lof 


to the 


valuable consideration is in regard 
insured as the transferee.® 

proves to be the most powerful 
weapon in avoiding the impact of a severe 
Section 22(b)(2)(A). As 
will be shown, it is the guiding thought in 
any tax planning of life 


This ex- 
re ption 


tax hability under 


insurance transfers 


for valuable consideration 


What Is Valuable Consideration? 
One of the vexing problems involved in 


the transfer is the fact that the transaction 


is open to attach 


as to the adequacy of the 


consideration. When the transfer occurs in 


the ordinary course of business and is “bona 

® 1. T. 3212, 1938-2 CB 65 

* Regs. 108, Sec. 86.8 

' Regs. 108, Sec. 86.19(i) This section fur 
nishes four examples of possible valuation: 

(1) A donor purchases from a life insurance 
company, for the benefit of another, a life 
insurance contract, or a contract for the pay- 
ment of an annuity; the value of the gift Is 
the cost of the contract 

(2) An annuitant, having purchased from a 
life insurance company a single-payment an 
nuity contract by the terms of which he was 
entitled to receive payments of $1,200 annually 
for the duration of his life, five years subse 
quent to such purchase, and when, at the age 
of 50 years, gratuitously assigns the contract 
rhe value of the gift is the amount which the 
company would charge for an annuity contract 
providing for the payment of $1,200 annually 
for the life of a person 50 years of age 

(3) A donor owning a life insurance policy on 
which no further payments are to be made to 
the company (for example, a single-premium 
policy or paid-up policy) makes a gift of the 
contract The value of the gift is the amount 
on the life of a person of the age of the insured 
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fide,” at arm’s length, and free from any 
donative intent, it is considered to be “for 
an adequate and full consideration in money 
or money’s worth.” * Greater difficulty arises 
outside the ordinary course of business in 
the case of individuals where it is 


difficult to disclaim donative intent 


related 


The valuation, as prescribed in the estate 


and gift tax 


regulations, determines the 


amount of involved 


consideration necessarily 


Plight of Individual Transferee 
While the 


by the estate tax savings resulting from the 


transferor might be motivated 


sale of the insurance policy, the existence 
of inadequate consideration without the ab 
donative intent would serve to 
include in his estate part of the life insur 
ance proceeds under the “premium payment 


test.” The rule is “for the purpose of dete 


sence Of any 


mining the portion of insurance purchased 
by the decedent where the decedent trans 
terred, by assignment or otherwise, a policy 
of insurance, the amount paid directly o1 
indirectly by the decedent shall be reduced 
by an amount which bears the same ratio to 
the amount paid directly, or indirectly, by 
the decedent before such transfer as the con- 
sideration in money, or money’s worth, re 

ceived by the decedent for the transfer bears 
to the value of the policy at the time of the 
transfer.” *® 


In other words, X transferred to his daugh 
ter a $50,000 life insurance policy on his life 
requiring an annual premium of $1,200. At 
the time of the transfer, he had paid $18,000 
in premiums and sold the policy to his daughter 
for $8,000 with the value being $12,000. The 


(4) A gift is made four months after the last 
premium due date of an ordinary life insurance 
policy issued nine years and four months prior 
to the gift thereof by the insured, who was 
35 vears of age at the date of issue The gross 
annual premium is $2,811 The computation 
follows 


Terminal reserve at end of tenth year $14,601.00 
Terminal reserve at end of ninth year 12,965.00 


Increase 

One third of such increase (the gift 
having been made four months fol- 
lowing the last preceding premium 
due date) is $ 

Terminal reserve at end of ninth year 


$ 1,636.00 


545.33 


12,965.00 


Interpolated terminal reserve at date 
of gift 


Two thirds of gross premium ($2,811) 


$13,510.33 
1,874.00 


Value of the gift $15,384.33 


®* Regs. 105. Sec. 81.27(a)(2) 
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daughter is deemed to have paid $12,000 of 
this premium ($8,000/12,000 18,000) and 
the remainder of $6,000 is attributed to X. 
If he should die five years later, after five 
additional premiums had been paid by the 


ht 


daughter, a total in would have 
been paid by both of them in the amount of 
$24,000. Since $6,000 of premiums is attrib- 
uted to X, then one fourth ($6,000/24,000) 
f the proceeds are includible in his estate, 
rr $12,500. The daughter, too, feels the tax 
mport of this poorly planned transfer for 
she is subject to income tax on the proceeds 
he receives in 


premiums 


her consideration 
and subsequent premiums paid. In this ex- 
ample, it would be $36,000 ($50,000 less 
$8,000 consideration plus $6,000 additional 
premiums paid) 


excess ol! 


Generally, no tax results in 


above even where there 1s 


advantage 
tuations like the 
lequate 


consideration involved and the pro- 
removed entirely 


! ' 
5s ATC 


t 


from taxation in 
state. The income tax liability that de- 
ids on the transferee will set aside any 
savings to the estate 


at the 


There is no ques 


daughter has an “insurable 
interest” in her father’s lite and would enjoy 
the benefits of Section 22(b)(1)(A) in any 


rchase of insurance on the life of her 


father. In addition, if the purchase was made 
out of het funds the question of the 
“premium payment test” could not be raised 


is to including the proceeds of the life policy 


own 


father’s estate. However, due to some 


range “logic” in the law this does not apply 


to transfers for a valuable c« 


ynsideration and 
en the availability of new insurance is not 
present because of an uninsurable factor, there 


is nothing to do but “leave well enough alone.’ 


Estate of Pritchard, CCH 
Dec. 14,181, 4 TC 204, the court 


to cle ( ide 


In the « ise ot 
was called 


“whether the payment of ap 


proximately $10,000 is full and adequate con 


leration for the transfer of insurance 


for $50,000 the life of a 


lle-aged man who is known to be suffer 


om cancer, and who has just been 


successtully operated 


upon for the re 


The de 


known physician, was 


malignant growth.’ 

pl awart 
mn, and died approximately 30 
, 


ne transter of the 


life policies 
Vas made 
Although the 


to make an 


called 


the policies 


court was not upon 
valuation of 
in question, it concluded that 


tion of all the 


exact 
“a considera 
economic benefits acquired 
Vv he ansferee in the instant case leads 


inevitably the conclusion that the 
sideration paid by her was in view of the 


con 


Valuable Consideration 


special fact, neither full nor adequate.” As 
a result, it held that the transfer of 
the policies was made in contemplation of 


was 


death and the value so transferred was prop- 
erly included in the decedent’s estate for 


estate 


Mrs. Pritchard was now in a very vulner- 
able situation Section 22 (b) 
(2) CA). Oo that not only had 
little been gained by the transfer, but also 
a high cost would be incurred for what was 
attempted. However, het 
ended when it was decided in Myra H. 
Pritchard, CCH Dec. 14,205 (M), 3 TCM 
1125, that since there had been no effective 
transfer for 


tax purposes 


because of 


appeared 


plight was soon 


estate tax 
no ground for 
that was such a transfer for income 
tax purposes. The benefits of Section 22 
(b) (3) were accorded Mrs. Pritchard with 
the result that the policies were deemed to 


there was 
holding, on the same facts, 


purposes 


there 


have been acquired “by gift, bequest, devise 
or inheritance” rather than by purchase, and 


as such were exempt from taxation 


this 
insurance 1s not 


The lesson to learn 


that 
because of 


trom Case 1S 


where new 
uninsurability 
contemplated for valuable consideration, a 
review of the reason for the lack of physical 
qualifications should be made in the light of 


the “contemplation of death” test 


available 


and a transfer is 


In a more recent case (Grace R. Maxson 
Hall, CCH Dec. 16,874, 12 TC 419), neither 
the taxpayer nor the government raised the 
transfer for valuable consideration, 
court held that such 

and the 
an exemption ot 
paid by the 
ticularly interesting 
cedures that can 


issue of 
but the 
occurred 


was what had 
entitled to 
“other sums subsequently 


taxpayer was 


transferee.” This case is pat 
because of the pro 
the taxpayer 
when there are outstanding loans in existence 


be taken by 


The taxpayer in 
time of her 
or age evident 
took in to the 
the proceeds of her 


this situation, at the 
husband’s death, was 41 vears 
the 
settlement options in 


and, as from steps she 
regard 
husband’s insurance 
health Under 
which had 


by reason of her husband’s death, Mrs 


olicies, Was 1h good seven 


I 
| 
1h 


fe insurance policies matured 


Hall 
a period of years and 
long as lived, 


elected to receive for 


thereatter, as she 


pe T iodi« 


payments based on her life 


expectancy at 
husband’s death 
policie s there 
outstanding 


the time of her On all of 


these seven vere 
the 
that 
a lump sum, Mrs 

the outstanding loans. As 


able to 


insurance 


loans From proceeds ot 


other insurance she had re 


Hall paid off 
a result, she was 


policies 


ceived in 


secure period payments larger than 
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otherwise obtainable under the net available 


proceeds of the policies. 


It was this action that brought Mrs. 
into conflict with the For 
the next seven years the taxpayer, relying 
on Section 22 (b) (1) (A) 
holding that periodic payments arising out 
ot proceeds of policies payable on death are 
exempt,’ never reported the receipts as tax- 
able income to the government 

The government 
the period 


Hall 


Commissioner 


and cases up- 


contended that 


payments 


part ot! 
received from the 
company by Mrs. Hall did not 
constitute amounts received “by 
the death of the 


insurance 


reason ot 
a 
insured and 
cases based on this section of the 


therefore 
law are 
not applicable. In other words, the govern- 
ment took the 7 
periodic 


position 
payments 


that the portion of 
attributable to the 
ment of the decedent’s debts were 
received as an annuity” 


pay- 
“amounts 
within the meaning 
of the second sentence of Section 22 (b) (2) 
(A), and as such totally exempt 
remaining por- 

payments was within 
status afforded by Sec- 


were not 
that the 
the periodic 


It was conceded 
tion ot 
the tax exemption 


tion 22 (b) (1) (A) 


The disagreed with the Treasury 
Department’s contention that a purchase of 
an annuity 


court 


had resulted in the payment of 
the decedent's debts, and were of the opin- 
ion that such annuity 
the provision of the 
that no 
resulted 


rights accrued under 
existing 
contractual 


policies and 
relationship had 
However, the full implication of 
had occurred in this 


new 


what transaction 


was 
Here, said the court, 


of a transfer for a valuable con 
sideration of 


still to be expressed 


Was a Cast 


interests in the insurance 
meaning of the third 
(A) which limited 
the exemption granted by Section 22 (b) 
(1) (A). In essence, Mrs. Hall was, as to 
the periodic payments, attributable to the 
payment of the debt a “transferee of a bene 
ficial interest for 


within the 
sentence of 22 (b) (2) 


policies 


a consideration paid by 
her.” Thus, as to this designated portion 
of the payments there 
consequence until the 


recovered 


would be no tax 


transferee cost had 


been 

Despite the decision, Mrs 
had not vain. It 
in a Situation where the 
to the this 
the outstanding loans 
Here, 


good life 


Hall’s actions 
would that 
similar 
payment of 
can be an 


been in seem 
facts are 
ones in case the 
advisable 
we have a young widow, 


expectancy, obviously in- 


procedure 
with a 

* Katherine C. Pierce, CCH Dec. 13,526, 2 TC 
832, aff'd 45-1 ustc % 9123, 146 F. (2d) 388; Law 
v. Rothensies, 46-1 ustc © 9224, 155 F. (2d) 13 
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terested in obtaining the 


time security. 


maximum life- 
Instead of investing the lump 
sums provided by some of the life insurance 
policies and incurring the tax liabilities on 
the income thereon, the money is applied 
to the loans. The result based on the au- 
thority of the Hall case is the enjoyment 
of tax-free income for many years with the 


additional feature of a 


guaranteed income 


for as long as one lives. 


Hidden Consequences to Donee 


If all the requirements of the law are 
met, a gift of life insurance can be accom 
plished. However, Section 113 (a) (2) 
provides that a donee has the same basis 
for income tax purposes as the donor. Sec 
tion 113 (a) (3) applies this same rule for 
gifts in trust. Thus in a where the 
wife had purchased a policy from her hus 
band and later transferred it to her daughter 
for “natural love and affection” the proceeds 
were taxable ] 


case 


to the daughter in excess of 
the consideration and premiums paid by her 
mother.” It should be observed here, also, 
that when making gifts of policies to avoid 
being suspect under the third sentence of 
22 (b) (2) (A) the use of 
phrase such as “$1.00 and other 
consideration” should not be ‘used 


Section any 


valuable 


‘Tax Benefit Rule’’ 


In ascertaining the 
sideration paid, 


value of 
the government will apply 
the “tax benefit rule” as it did in St. Louts 
Refrigerating & Cold Storage Company v 
U. S., 47-2 ustc 7 9298, 162 F. (2d) 394. In 
this case the insurance policies were assigned as 
collateral security for a debt. 


actual con 


Prior to the re 
ceipt of the proceeds, the taxpayer had de- 
ducted the debt as bad, with resulting income 
tax savings. The court held that in computing 
the consideration paid, this recovery of a bad 
debt during the 
bursement of 


taxable year was a reim 
must be 
included in gross income in the amount in 
excess of the 


paid by the 


losses incurred and 


consideration and 


transferee, 


premiums 


Endowment Contracts 


The above, so far, has dealt with proceeds 
paid from transfers for valuable considera- 
tion upon the death of the insured. In study- 
ing the tax consequences of endowment 
policies transferred for valuable considera- 


” Alcy S. Hacker, CCH Dec. 9778, 36 BTA 659 
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tion we move on to some uncertain ground. 
There are no specific provisions in the Code, 
Regulations or court decisions, and we must 
guide ourselves by the more general provisions 


of the law and their possible application 


In addition to the insurance factor, en- 
dowment policies have an investment feature 
which serves as a source of income upon 
survival at the maturity of the policy. Dur- 
ing the last few years of most endowments, 
the insurance factor is low when compared 
with the available high values. Fre- 
quently one finds at this stage that in paying 
a premium the increased 


cash 


cash value is in 
excess of the premium with the result that 
one is “trading dollars for more dollars.” 


this 
transferor can 
Since life insurance and 
endowment policies are not specifically ex 
cluded as a capital asset under Code Sec- 
tion 117, it would seem that the gain would 
be subject to the benefits of the percentage 
limitations 


Because ot 
policies, the 
on the 


feature of endowment 


realize a gain 


transter. 


This could serve as an induce 
ment to selling prior where a 


exists and the insured 


to maturity 
possible large gain 


desires the proceeds in a lump sum, 


The transferee for valuable consideration 


now taces the tax consequences of receiv- 
ing the proceeds during the insured’s life- 


time in excess of the 


consideration and 
subsequent premiums paid 
to the general provisions of the law 
Section 117 


or exchange, as no 


\gain resorting 
namely, 


one 


cannot “sale 


spell out a 
new transaction has 
occurred and no new 
resulted On this 


proceeds over the 


contractual relations 
basis the excess of the 
consideration and prem 
paid by the transferec 


ordinary income 


Where 


poli 
Polcy 


jiums would be 


the proceeds ot the 
are paid under 


it would 


endowment 
an installment option, 
seem that the would 
apply to the insured 
with the being in the de 
termination of the basis As it is 


same rules 
transteree as to the 
only difference 
cost 
advisable for the 
an installment option 


would be ady isable 


so, too 


generally insured to elect 


before maturity, 

to the transferee to do 
When the election is made before 
he endowment matures, there 
right to any re 
value has been ex- 
changed for the right to the elected installment 
payments with the 
situation where the option is elected after 
maturity and the 


has been no 
constructive receipt. The 
ceipt of the maturity 


This is contrasted 


value is con 


This has a 


maturity 
sidered constructively received 
resulting tax consequence 


Valuable Consideration 


The difference between the proceeds and 


the transferee’s basis (consideration plus 


premiums paid) represents ordinary income. 
The 


basis in 


transferee now has acquired a 
elected 


options as the consideration tor 


new 
settlement 
this elec- 
tion are the proceeds he has constructively 
received. 


regard to any 


If an option is elected based on a 
life expectancy factor, the 3 per cent annuity 


rule is applied, and since 3 per cent of the 
matured proceeds would be greater than 3 
per cent of the 
subsequent 


original consideration plus 
premiums paid, the transferee 
is in a decidedly less favorable tax position 


If a fixed installment is elected, there 
would be, as in the case of the insured, no 
tax until the 
should be 


specihnc 


basis is 
that 
regarding the 


cost 
stated 
ruling 


recovered. It 
again there is no 
transferee’s 
basis but there seems to be some justification 
for it to be the consideration and premiums 
paid by him than the value 
when the election is made before maturity. 
An interesting question yet to be answered 
by the 
insured is the transferee for 
We know from our discussion 
that proceeds paid on the insured’s 
death are exempt under Section 22 (b) (1) 
(A) when the insured is the transferee. 
Where amounts are paid during the life of 
the insured, is the cost basis the considera- 
tion paid by the insured and subsequently 
paid premiums, or the 
by the transferor 
insured) ? If the 
present 


rather cash 


Bureau is in the case of where the 


valuable con- 
sideration. 


above 


total premiums paid 
and the (the 
reasoning behind the 
provisions in the law is 
the social desirability of 
where the 


transteree 


based on 
insurance, especially 
insured has the ownership, it 
would seem, in this instance, he should be 
accorded the basis of total 


usually higher 


premiums paid, 


Partnerships 


Because of disad 


partnership form of doing 
business which occurs upon the death of one 
partner, lite 


some of the inherent 


vantages of the 
used 


insurance 1s frequently 


Unlike 
of the partnership 
is terminated and the disposition of the de 


is a source of financial liquidity. 


the corporation, the life 


ceased partner’s interest 1s now 
With mind, the 


in entering into 


necessary 


this in partners are wise 


buy-and-sell agreements 
providing for the manner of purchase of the 
interest of the first to die. When 
these agreements are supplemented by life 
insurance ownership, we find that the dis 


Section 22 (b) (2) 


partner 


advantages lurking in 
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(A) are d 


quently the ownership rests with other than 


angerously present because fre 


the insured 


and the element of valuable 


consideration can exist 


For example, we can see the disadvantage 
to partner B in a partnership of A and B, 
where, because A is no longer insurable, 
4 a policy on A’s life 
for the cash surrender value. As provided in 
Section 113 (a) (13) ot the (¢ ode, the 
of p 


B has acquired from 


basis 
transferred to a partnership by 
a partner is the basis of the 
partner It would 
sounder tax 


contributing 
that a 
accom 
plished in the ownership of the life policies 
in the The 
would be to have 
policy on A’s life 
value \s Ww ¢ 
there 
tax consequence on the 


seem, therefore, 


arrangement can be 


A and B partnership advisable 


step to be taken B trans- 


back to A for its 


trom our 


ter the 


cash know discus 


sions above, is no subsequent income 
proceeds when the 
irisured purchases a policy on his own life 
We know that A’s basis serves to exempt 
future proceeds upon his death. If the part 
nership now receives this policy from A as 
a contribution to capital it 


basis as that in the 


acquires the 
hands of A, and 
since the proceeds would be tax free under 
A’s ownership, they are accorded the same 
The 
partner B 
transferred in a similar 


Same 


status for the partnership’s ownership 
poli y on the life of 
should be 


insurable 


fashion. 


Now to continue 


the example as an illus- 


tration of further problems regarding the 


liie insurance ownership. The partnership 


decided to 


has prospered 


and it is admit 


C as a new partner; he plans to make his 


cash. The 
to whether a transfer for valuable 
will take regard t 
he partnership ownership of insurance on 
he lives of A and B The Treasury has 
unsuccessfully taken the position that a part 
nership 1s 


contribution in question now 


arises a 


consideration place in 


merely a co-ownership ot the 


assets of the partnership and not to be re 
entity Phe 
t} 


garded courts’ 


( of a 
a partner's yasis 
after withdrawal 
hered to 


In a recent 


| 
partner have all ad 


rate entity 

: las recog 
overwhelming weight of au 
tl ontrary to the position heretofore 
taken by the Bureau,” and has ruled that the 
a partnership interest should be treated 

as a Sale of a capital asset under the provisions 
of Section 117 of the 


Thus, there is modification in the 
partnership agreement upon the 


sale ot 


Internal Revenue Code 
where 
admittance 


1G. C. M. 26379, 1950-1 CB 58 
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the new partner that might be construed 


as affecting the continuity of the partne 
ship, there 


4] 


the government 
having 


would be no transfe1 


treated 


Even if 
the partnership as 
dissolved, the 
transfer would be 


been allegation of a 


then 


assets o1 the 


hard to sustain. For 
it must be assumed that the 


dissolved partnership were distributed in 
kind to A and B, in this case, 


4 and recon- 
tributed by them to the new partnership of 


A, B and ¢ 
would be 


As a result, no gain or loss 


recognized upon the 
of the assets 


distribution 
(including the policies), and 
the new partnership would have the 
basis as in the hands of the old 


Because of the 


Samic 
partners 
as “transferors.” statutory 


exemption, in case Of Carry-over oO! 
the rule on transfer for value 
apply. However, this is all 


tack by the 


basis, 
would not 
subject to at 


Bureau and one must be fully 
aware of the tax implications of transferring 


The partnership of A B C 
insurance on the life of C 


now purchases 
and continues f¢ 
\ dies and 
as a partnership. Again, 
the partnership were considered as 

rate entity it would be hard to allege 

B and C, in their purchase of A’s interest, 
acquired for valuable consideration his frac 
tional interest in the ownership of policies 
on the lives of B 


several years to do business 
and C continue 


and C. To avoid any 
possible slips in new agreements it might be 
wise to provide for transfers of the 
ownership to the insured; he subsequently 
recontributes the policy to the new part 


nership, thus assuring the advantages of his 
The writer does not believe that this 
could be attacked 

because the 


policy 


basis 
as prearranged motions 
old buy and sell agreement has 
expired and there is a necessity of ari 
ing for a new one 

Another 
adjustments in the life insurance ownership, or 
amounts therein, is through the use of a trustee 
aS an owner 


suggested method for 


effect 


Then recognition to a changed 
situation can be given by the trustee 


resorting to the 

When the 
Surance on 
with the 


without 


sale of any insurance 


partners individually own it 


each other’s life as contrasted 
partnership possessing the 
ship, it is axiomatic, 


the desirability of 


owner 
at this stage, to point out 
transferring the 
owned by the decedent on the lives of t 


policies 
e other 
partners to the respective insured partner 

It should be maintained, at 
that the cost basis of life 


this point, 
insurance distributed 
to a partner, other than the 
mined 


insured, is deter 


] 


under the general rule 


followed by the 


consist 


Bureau” as t 
G. C. M. 20251, 1938-2 CB 169 
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The sale of a partnership interest 
should also be treated as a sale of a 
capital asset under the provisions 


of Code Section 117: G. C. M. 26379. 


distribution in kind without complete liqui 
dation of the partnership. It is 
to determine as of the time of distribution 
the ratio of the fair market value of the 
assets or assets distributed to the total fair 
market value of all of the partnership’s 
This ratio is then applied to the 
cost basis of the individual partner’s interest 
receiving the property. Since 
property between a 
partner are not 


necessary 


assets 


transfers of 
partnership and the 
considered closed trans- 
gain or realized until 
actual disposition of the property. If the 
life insurance 


actions, no loss is 


transfer is made to the in- 
sured and he retains it, no income tax con 
sequences will ever result from the transfer. 
Of course, in all cases, the partner’s basis 


in the partnership is affected 


Corporations as Transferees 


When the corporation is a transferee for 
a valuable consideration it is subject to the 
same tax hazards in regard to the excess of 
proceeds over consideration and premium 
financial burden 


The best 


paid. This can 


prove a 
during excess profits tax years 


procedure is for the corporation to apply 
for, own and pay all premiums on new 1n- 
surance 


on the life of the employee, and 


avoid all the dangerous possibilities of pur- 


chasing existing insurance. But if this is 


(the purchase of new insur- 
ance), then a determination must be made as 


not possible 


to advantages and disadvantages associated 


with individual or corporate ownership 


If the corporation purchases the insurance 

is the beneficiary, thus obligates 
future premiums, it sub 
jects itself to the tax consequences of Sec- 


tion 22(b)(2)(A). When the corporation is 
not the beneficiary, or 


and 
to pay all 


ownership remains 
paid 
, other pos- 


with the insured and premiums are 
+] 


e corporation as beneficiary 


tax results occur The burden now 
taxpayer be 
benefit derived by 
arrangement, 


effects are felt as to the 


t fall on the individual 
cause of the economi 


him under the 


and further 
estate tax under 
test. A con- 


sideration of all the pros and cons of where 


the “incidents of ownership” 


the ownership should rest is necessary in 
| 


der to determine the least vulnerable posi- 


Valuable Consideration 


tion tax-wise. There may be 


other than tax ones that 


some motives 
prove paramount 
in the choice, but it should be made with 
the full tax price in mind. Use can be 
made of a tax-exempt entity, such as a 
qualified employee trust ufder Section 165, 
by having this trust purchase the insurance 
as an investment with itself as beneficiary 
Due to its tax-exempt 


tax is payable on 


status, no income 


the proceeds Jecause 
of the express language in the Code as to 
exemption of premiums paid on transfers 
for valuable consideration, this is true even 
when the premiums have been previously 


allowed as a tax deduction 


Where it is decided to incorporate a part 
nership that owns life 
the hazardous 


outside 
transfer for 
valuable consideration, it is important that 
all the qualifications of Section 112 (b) (5) 
(transfer to corporation controlled by trans 
feror) be met, so that the transaction 
qualifies as a tax-free exchange and the 
corporation will carry over to itself the cost 
basis of the 


insurance 
sphere of a 


partnership or the 
depending on how the 
Since the 


partners, 
handled 
basis of the assets might 
be quite different from that of the individual 
partners, some thought should be given to 
whether the partnership should transfer the 
assets or distribute them to the partners 
who would transfer the assets for the stock 
of the 


matter is 
cost 


corporation 


Conclusion 


Life insurance 
aware of the 


long been 
harsh application of the law 
Section 22 (b) (2) (A). De 
some of the tested methods of avoid 
ing the heavy tax liability inherent in the 
law, the fear of possible further hidden 
pitfalls in the steps that might be taken has 
generally caused these men to shy away from 
the idea. “The best advice I can give you,” said 


‘is just don’t do it!” 


specialists have 


as stated in 
spite 


one well-known expert, 


As a 


tions 


result, one frequently finds situa 


where, in order to 


avoid the disad 


vantages 


associated with 


transfers, new 
issued at older ages and higher 
men still fully insurable 
It is difficult to follow the reasoning behind the 


law’s acceptance of the new insurance in this 


poli es are 


rates on lives of 


instance and the tax penalty it imposes when a 
transfer for consideration is undertaken 


If the basis for justifying the heavy tax 
liability hes in the thought of 
nature, it 1S 


theory in the 


transters 
hard to 


light of 
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present-day practice of life insurance owner 
ship. The 


terest” makes 


“insurable in- 
lack of it a 
policies issued by the companies today 


necessity Of an 
the rarity in 
The 
nonforfeiture features afford the needy policy- 
holder many opportunities for availing him- 
self of cash values provided in the policy 
Distressed selling or the 


assignment 1s not 


SUBPOENA POWERS AND THE 
Continued from page 406 


It is i lea at the new statute-ol 


mits tace, prospec 


judicially determined 


it is to be 


were 
only, 


1 
result 


questioned 
desirable 
light of its 

h the les 
remedy.” It 


would be 
judicial 
islation 
well b 
part be 


Way 
provision should in great 
declaratory of existing 
that if 
1954. and 1s 


respect © 


ine mainly 
It is the view of the 


vision bec 


writers 


mes law i 


tf any help 


T before March 1 


mM cle rett 


with any Case 


1961, it should be 


oactive 
Venue.—Sect 7494 of the bill, 


SCOpe ti our 


which 
internal 
ned to apply in cases 


vhere | q Vel 


district while the 


judicial 
othee 


return, 


resides in one 
internal revenue 
where hie 1s required to file his pay 


his tax o1 located in 


supply information is 
judicial district."” In 
~¢ the 
return o1 
office, and, if he deposits the 
nited States mail in the judicial 


another uch case, if the 


United States mail to send 
other document to the 
internal revenue 


matter in the | 


H. R 


Shall apply to 


“48 provided that the amendments 
offenses committed on, before, 
or after the date of the enactment of this Act 
that such amendments shall not apply 
offense (1) for which the period of limi 
effect prior to the enactment of this 
Act expired on or before the date of such 
enactment, or (2) with respect to which the in 
dictment is found or the information is insti 
tuted on or before date of enactment 

Except for paragraph (1), H. R. 3431 contained 
ubstantially 


except 
to any 
tations in 


such 


the same language 


See [ S. wv. Beard, cited at footnote 77 


provides as follows For the 
determining venue in the case of 
arising under the inter 
(including prosecutions aris 
ing under section 287 of title 18 of the United 
State Code in connection claims under 
the internal revenue laws) 


his 
purpose of 
criminal 
nal revenue laws 


ection 


prosecutions 


with 


(1) Any tax 
crued or assessed 
tax as interest 
to the tax, or 
have been paid 
declaration 


paid (and 
and paid 
idditional 


any amounts ac 
with respect to a 
amounts, additions 
penalties) shall be deemed to 
and any return, affidavit, claim 
statement, or other document shall 
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only answer as it was in the early day 
of life insurance history. On the other hand, 
the ever need tor the 
life insurance in the 


personal and business scene makes the neces 


increasing indemnity 


features provided by 


sity for allowing legitimate transfer of the in- 
justifiable change 


[The End] 


surance ownership a very 


STATUTE OF LIMITATIONS— 


will have the 
same consequence, for the purpose of determin 


district of his residence, that act 


ing the venue, as the 
the 


an internal revenue office 


payment of the 
return or othe 


tax of 
filing of locument in 


Thus, 


taxpayer posts his return in his own judicial 


where the 


district, such act would seem to require tl 


government to seek an indictment in the 
judicial district of the taxpayer's residence 
period. How 
ever, if the taxpayer does not use the mails 
but 
district 


it would 


thereby starting the limitations 


at all, or if he uses the mails posts his 


return in a different judicial 


trom 


that in which he resides, 
that his 


under 


seem 


position 18 no better than it 1s 


current law 


Where the 


make or file 


taxpavel tail 


s to pay 
any return, the bill 


shall be 


judicial 


that such taiure deeme¢ 


occurred in the district of 


payer's residence, thereby starting 


tations This would 
the 


which the court held that 


period seem 


rule enunciated in wiles v. [ 

failure to file a return 
by a resident of the District of Columbia con 
stituted an 


of Maryland 


judicial district 


[The End] 


filed 


offense the 


be deemed to have been made 
disclosed, or supplied 

‘(A) in the judicial district in 
defendant resides if paid, or made 
livered, disclosed, or supplied 
mails, and if deposited in the 
such judicial district: or 

(B) at the office of 
revenue officer for the 
if paid, or made, filed 
supplied, in any other 

(2) The failure to 
amounts accrued or 
tax as interest 
to the tax, or 
any return 
or to 
or to 


delivered 


which the 

filed, de- 
through the 
mails within 


the principal 
internal revenue 
delivered 
manner 
pay any tax (or any 
assessed with respect to a 
additional amounts, additions 
penalties), or to make or file 
declaration, statement, or affidavit 
deliver or disclose any list or account 
supply any information, when required 
by the internal revenue laws, and the conceal 
ment of property or the withholding, falsifying 
or destruction of records in violation of the 
internal revenue laws, shall be deemed to have 
occurred in the judicial district in which the 
defendant resides 

" See report cited at 
134 

> Cited at footnote 77 
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Trial 


Procedure 


What Are the Accountant's Responsibilities 


with Respect to Turning Over 


Information to Investigating Agents? 


The Accountant's Responsibility 
for Working Papers, Books and Records 


By HARRY GRAHAM BALTER, Los Angeles Attorney 


Bete PROBLEM revolves about a situa 
ti 


on which is neither garden-variety 


nor rare, but may 


occur quite frequently in 


your practice 


You have in your possesion client’s books, 
records and other data which you 
need for your normal accounting and audit 
ing work and from which to 
federal income tax return 


chient’s file 


written 


prepare his 
You also have in 
your numerous working 


papers 
such as tentative tax computations, net 


worth 
analyses, profit and loss statements, finan 
cial data for credit reports, bank reconcilia 
tions, etc 

An audit by 


there are 


revenue agents 18 1mminent; 
“skeletons in the closet,” not nec- 
rising to the 


or criminal 


essarily fraud 


nonetheless of a 


degree of civil 
evasion, but 

serious nature, for example, questionable or 
excessive deductions, excessive depreciation, 
unwarranted obsolescence, income from un 
lawtul enterprises, ete It 
bad 

give the 
authority to 


may be poor 
policy 
blanche 


everything in 
to the 


and 
simply to 


strategy accountant-client 


agents carte 
eXamine your 


possession relating 


What are rights and obligations as 
the accountant, assuming a request will be 


agent to sec 


records and to 


taxpayer 


your 


made by the examining 
client’s books and 


your files? 


your 


< xaminc 
working 


Accountant's Status 


There are three 


facets to the accountant’s 


status in the situation we have posed, each 


of which ts important 


Accountant-client relationship.—This is 
based on confidence and trust in the account- 
ant, if not quite, then almost, reaching the 


Accountant's Responsibility 


Mr. Balter delivered this address 

at the tax and accounting conference 
sponsored by Districts IV and V, 
Society of California Accountants, 

at San Francisco, October 19, 1953. 


status of a fiduciary. The client certainly 
depends on the accountant not to divulge to 
tax authorities damaging 
by the client to the 


- and, of course 


Intormation given 
accountant in confi- 
, the client expects his 
accountant to bail him out of difficult situa 
tions, presumably in the 


of skill and influence. 


dence 


accouitant’s area 


Accountant-profession relationship.— This 
basic confidential relationship between client 
and accountant is fortified by the letter and 


spirit ot codes ot 


regula 
, whether 


ethics, rules and 
tions of various accountants’ societies 
certified or noncertified, and the 


state boards of accountancy 


various 


Accountant-Internal Revenue Service re- 
lationship.—I{f the accountant holds a “green 
card” permitting him to practice before the 
Treasury and its Internal Revenue Service, 
he is constantly subject to the rigors and 
disciplines of Circular 230, most of which is 
concerned with the obligations of the 
titioner to deal 
with Treasury 


prac 
open-handedly 
representatives. (See espe 
cially Circular 230, Section 10.2(c) and Sec 
tion 10.2(t).) 


fairly and 


Accountant's Responsibility 
When we are 


responsibility 


discussing the accountant’s 
with respect to turning over 


intormation to investigating agents, we are 
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dealing with three different types of infor- 


mation 


(1) the taxpayer’s own books and records 
would 


corre spond 


accountant’s possession (‘This 
7 

all 

and other 


the taxpayer, 


written documents, 


ence written admissions made by 
which are in the accountant’s 


files.); 


(2) the accountant’s own work sheets 
prepared from the client’s books and rec- 
ords, from the written memoranda and from 
oral conversations with the client and with 
others, and inc luding, 


Statements, 


for example, net worth 
financial statements, 
office 
weakness of the 


credit re 
ports, confidential 
the strength and client’s 
position, and memoranda prepared for pres- 
entation to 


memoranda as to 


lreasury agents for compromise 


or settlement purposes; and 


the accountant’s own knowledge of 


situation and 


client 


based on his own work 
made to him by the 
elicited from the 


Statements 
ich could be accountant 


oral testimony on his 


part 


Inquisitorial Powers of Treasury 
as to Third Persons 


It might be 
the broad 


persons, 


well to review for a moment 
powers of to third 
that 1s, taxpayer 
which are vested in the Commis- 
under the Internal Code, 
Section 3614(a), and in the district directors 
of internal and his 
Code 


inquistion as 
other than the 
himself, 


sioner Revenue 


revenue agents under 
3615(a) 


rnal Revenue Section 


Treasury 
broad as the 


this 
permit; there are no 
constitutional restraints protecting third per- 


powers in regard are as 


Statutes 


ons from inquisition in the sense that the 


taxpaver himself may in some instances be 


protected from the rigors of the 


same 


process 


Code 


sections 361 t(a), 
(a)(1) 
whether 


3615(a), 3631 and 


63. give the Commissioner’s agents, 
revenue 
kind ot 


mntormation as 


agent or special agent, the 


broadest powers 


for ferreting out 
to the taxpayer’s transactions, 


taxwise, from those 


with whom he has beet 


stock brokerage 


and mercantile 


Banks, 
holders 
the usual! sources which supply the 
wating 


dealing houses, 


escrow houses are 
investi 
agents with pertinent information as 
to transactions, deposits, purchases, invest 
ments etc 


indicating the receipt or ex 


of money by the taxpayer during 


penditure 
t 


he tax years in question 


Before the statute of limitations as to 


normal this 
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inquisition is limited only by the relevancy 
of the matters inquired into. The fact that 
third persons, usually banking institutions, 
would be put to great inconvenience and 
expense in order to comply with the Com 
missioner’s order for the production of re¢ 
ords, is not ground for refusing to comply; 
nor is the prevented from 
using his statutory powers for what might 
appear to be a “fishing expedition,” if the 
grounds for the inquiry are reasonable in 
fact 


Commissioner 


Sut if the three-year statute of limi- 
has run, a summons against third 
parties will not be enforced unless a show 


tations 


ing is made by the Commissioner's 
that there is 


agents 
some reasonable basis for 
suspecting that a fraudulent return has been 
filed. 

If the summons of the Commissioner’s 
agent is ignored by the third person, there 
is adequate statutory provision for enforce 
request by 


issued by a United 


ing the citation for 


States 


contempt 
district court 
As tar as the right to 


a taxpayer, his 


Commissioner's 
examine the accountant tor 


situation is no different than that of any 


other third person, such as a bank, invest 
Unlike 
the status of attorney and client, there is no 
privileged 


ment house, insurance company, et 


status between accountant and 
his client as to communications received by 
the accountant from his client. (Himmelfarb 
v. U. S., 49-1 ustce § 9313, 175 F. (2d) 924 
(CA-9); Gariepy v. U. S., 51-1 ustc J 9318, 
189 F. (2d) 459 (CA-6): Falsone v. U. S., 
53-2 1{ 9467, 205 F. (2d) 734 (CA-5), 
cert 74 S. Ct. 103.) 


uUSsTC 


den 


On the ruling of the Court 


of Appeals for the Fifth Circuit in Falsone 
v. U. S. it would seem that as far as federal 
tax investigations are concerned, the client 
can claim no privilege for his accountant as 


basis of the 


to communications between the two by vir 
tue of the fact that the particular 
where the parties reside has a statute spe 
cifically granting 


state 


such 
the accountant-client 


privilege status to 
The Falsone case 1S 
extremely important to the accounting pr: 

fession. In that case an internal 
agent, acting under the authority of Section 
3614(a) of the Code 


Falsone, a 


revert 


, served a summons upon 
public accountant, to ap 
pear before him and testify in the matter of 
the tax liability of Falsone’s client, Salva 
tore Italiano and his wife, Maria, for the tax 
1947 to 1951, and to bring him 
the following books and papers: “All books, 
papers, 


certines 


years with 


memoranda in your file 
Individual income tax ré 
Salvatore Italiano and Maria 


records or 
relating to: (1) 


turns of Italia 
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for the 1940 to 
Corporation income tax 
Distributors, Inc. 
inclusive.” In 


years 1946, inclusive. (2) 
returns of Anthony 
for the years 1940 to 1951, 
to the summons Fal 
sone appeared at the agent’s office, but refused 
i produce the books, papers, and 
memoranda called for in the summons or to 
regarding One of the 

Falsone was to the effect 
lat a specific statute of Florida, where the 
parties resided, granted a privilege status as 
to communications 


response 
records 


testily said documents 


arguments raised by 
+] 
| 


between an accountant 
and his client, and that therefore this privi 
lege status must be extended to the account 
and client 


nvestigation 


+ 


federal] tax 
The court of appeals, affirm 
ing the district court, rejected the 


an involved in a 


argument 


yn this basis 


“The Treasury Department has promul- 
gated pursuant to Section 3, Act of July 7, 
1884, 23 Stat. 258, certain rules and regula 
tions governing recognition of attorneys and 
agents representing persons before the Treas 
ury Department. This Circular 
vised December 9, 1951, known as Part 10 
of Sub-Title A of Title 31 of the Code of 
Federal Regulations governs the admission 
of attorneys and agents before the 


Bureau of Internal 


230 as re- 


Revenue and for ‘dis 


barment’ proceedings 


“The rules and regulations of the Treas- 
ury Department grant to enrolled agents 
the same ‘rights, powers and privileges 
as an enrolled attorney’ in order to provide 
for the effective discharge of the duties of 
such that a 
client’s communications to an enrolled agent 
are privileged, and after 


agents. There is no provision 
all, the privilege, 
if any, belongs to the client and not to the 
agent If, however, the rules and regula- 
tions could be construed as so providing, 
then, it seems to us that they would be in 
conflict with the statute, 26 U. S. C. A 
3614(a), and that the 
473.1 
§ 473.15 


Comp. G. | 


statute must prevail 


Ele rida 
formerly St 


“Section 
F.S.A 


Sec. 17 


Statutes 195] 
1927 c. 12290, 


1927, Sec, 3933, pro 


‘All communications between certified pub 


accountants and public accountants and 


person 10f 


per m 1 whom such certified publi 


ant or public accountant shall have 
any audit or 


prot ional 


other investigation in a 


capacity, and all intormation 


obtained by certified public accountants and 


iccountants in their 


professional 
concerning the business and affairs 


ot chents shall he deemed privileged com 


munications in all of the courts of this state, 


Accountant's Responsibility 


and no such certified public accountant o1 
public accountant shall be permitted to tes 
tity with 
except 


respect to any of said 


with the consent 


matters, 
in writing of such 
client or his legal representative.’ 


“We have heretofore noted that the power 
granted to the 
C._A 


Commissioner by 26 VU. S. 
§ 3614 is inquisitorial in character and 
is similar to the federal 
As said by the Eighth Circuit 
United States, supra, 32 F. 2d 
ae the statutes 
a like 
view of the like 
sought by the government.’ 
United States v 

‘Investigations for 


power vested in 
grand juries. 
in Brownson 7% 
at page involved 
should receive 


tion in 


liberal construc 
mportant ends 
Or as stated in 
Vurdock, 284 U.S. 141, 149, 
Federal purposes 
may not be prevented by matters depending 
upon law.’ See also Doll v. Commis 
stoner [45-1 ustc § 9275], 8 Cir., 149 F. 2d 
239. Or1 


State 


in the language of 


“ * These effectuate a 
constitutional power, are the supreme law of 
the land in conflict with State 
law, statutory, the latter 

Shambaugh v. Scofield |42-2 
132 F. (2d) 345, 346 (CCA-S5).’” 

This means that regardless of state law 
(Colorado, Illinois, Georgia, Kentucky, Iowa, 
New Mexico and Puerto Rico have statutes 
similar to that of Florida), the accountant, 
if he ts requested to do so by 
must 


this Court, 


statutes, enacted to 
lf they are 
constitutional or 
must yield 
ustTc ¢ 9826], 


Treasury 
his client’s books 
which are in his 


process, turn over 


and records 


possession, 


either to agents of the Internal Revenue 


Service, to the federal grand jury, or to the 
federal court, wherever the summons makes 


the specific request 


Even if the client should have a prope 


ground for claiming that to surrender these 


books and 
(that 1s, 


records would incriminate him 
the client), his accountant is in no 
position to raise this Fitth Amendment privi 
lege on behalf of the 
basis of the 


whether the 


clic nt; 
Falsone case, 


and on the 


it is even doubtful 
client can raise his claim while 
his books and records are in the 


ot the 


possession 
time when the 
Treasury Department or Department of Jus 
tice process has been served, 
Dunlap, 52-1 usre 

and Falsone v. U. § 


accountant at the 


(Schulman 7 
9322, 105 F. Supp. 104 


, cited above.) 
\ fortiori the 


accountant would le com 


pelled under process to turn over his worl 
sheets and working file, including the usual 
lethal weapon of the net 
(Himmelfarb v. U 


worth statement 
»., cited above.) In that 
case the accountant, under subpoena in ted 
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eral court, was compelled to turn over and 
identity a list bonds owned by the tax 


payer to aid the 


its net 


government in establishing 


Falsone 


worth increase cas¢ In the 


case the agent’s summons directly called for 
the accountant’s work papers and the court 
ol appeals } right to 


them 


agent’s 


sustained the 


compel the accountant to turn ove! 


and to testify regarding them, suggesting, 


however, that if the subpoena was too 


broadly drawn the court would modify it 


Nor is the accountant in a position to rais« 


any objection to the enforcement of the 
that the 
that one 


since, 


subpoena on the grounds statute 


of limitations has run o1 audit has 


already been made, 


valid, 
these objections could only be raised by the 
and not by the 


Schulman v 


even 


accountant In 
Dunlap, cited above, 
issued by a 


taxpayer 


a Summons 


was special agent upon one 


Deutsch, an accountant, who was also one 
of the executors of the estate of 


Schulman. The 


Benjamin 
Deutsch 
produce his work 
papers and copies of tax returns in the mat 
ter of the fe Schul 
man & question 


covered years 


summons directed 


to give testimony and 


rmer partnership of B 


a he 


during 


period in 
which 
Benjamin Schulman and B 
Schulman & Company An action was 
brought in the United States district court 
by Deutsch and other executors of the estate 


Company 
Deutsch was 


accountant lor 


of Benjamin Schulman seeking to quash the 
summons and to enjoin all defendants from 
taking any action, and proceeding under the 
Deutsch 
special agent recites the 


summons which was served on 
Che affidavit of the 
following basis for his suspicions that there 


may be fraud 


“One of the 
ascertain 


purposes of my 
whether 


investigation 
is to there is any 
evidence bearing upon the possible criminal 
or fraudulent evasion of tax by any member 
of the partnership. My office has received 
criminal or 


from the Internal 


information indicating possible 
both 
Agent who has been investigating 


fraudulent activity 
Revenue 
into the affairs of such partnership and also 


from other sources. 


In denying the motion to quash, the dis 


trict court said 


Brooklyn 
D.C 


“Plaintiffs contend that Jn re 
Pawnbrokers, Inc., [41-2 ustc § 9518] 
E.D. N.Y. 1941, 39 F. 304, is a clear 
vuide to granting their motion. I do not agree. 
The distinction between the case there and 
the one before me turns on the fact that 
there the taxpayer was involved. The court 
pointed out that there is a privilege of the 
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taxpayer to be free from unreasonable exam- 
inations. I believe the privilege 
doubtedly spare the 
harassment 
peated 


was un 
designed to taxpayer 
time-consuming re- 
Here we have the 
taxpayer’s accountant who also happens to 
be an executor of the decedent taxpayer’s 
estate. 


from the 
examinations. 


“The summons is addressed to the docu- 
ments which are the work product of the 
accountant Deutsch As to those, I cannot 
Deutsch can effectively invoke his 
executorship to bring into play the standard 
formulated in the Brooklyn Pawnbrokers’ 
case. Without expressing any opinion upon 


sce how 


that standard, I believe that less is required 
of the Government than was in that 
case for we are dealing essentially with the 
taxpayer's accountant here. McMann v. S: 

curities and Exchange Commisston, 2 Cir 

1937, 87 F. 2d 377, 109 A. L. R. 1445.” 


And, finally, the accountant could be sub 
poenaed as a witness to testify orally as to 
the transactions had by the client, 
knowledge of such 


here 


if he has 
and to 
(Hun 
cited above) It is obvi 
ously most embarrassing for the accountant 
to be placed in a situation where he 
do the most 


transactions, 
identify documents, correspondence, et 
melfarb v. U. S., 


may 
damage to his client in the 


government’s tax 


investigation against his 


client 


To cite only one reported example, on 
April 28, 1949, United States District Judge 
William C Mathes at Angel Ss, Cali 
fornia, ordered Handley, Los 
Angeles auditor, to answer questions before 


Los 


Cameron L 


the federal grand jury regarding books and 
records of the Guarantee Finance Company, 
Handley’s client and the taxpayer under in 
evasion (Lo 


1949.) 


income tax 


April 28, 


vestigation for 


Angeles 7imes, 


of Situation 


(1) Under 
accountant be 
written 


“Don'ts” 


should the 
making 


no circumstances 
beguiled 
statements to 


into false 
Treasury 
any kind of a false document 
which could be used by the Treasury and 
be relied upon by it in a tax situation. This 


may easily lead to the accountant’s loss of 


agents or 
to prepare 


his “green card” and may possibly lead to 
criminal charges either for a misdemeanor 
under Code Section 145(a), which covers 
wilfully failing to supply required informa 
tion (see, for example, U. S. v. Murrell, DC 
Calif., 1947, unreported), or for felony 
charges for filing a “false claim” under Title 
18, United States Code, Section 1001. (See, 
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The accountant should not destroy, 
alter, deface or ‘‘ditch’’ records 
left with him by the taxpayer 

or other parties in his behalf. 


Butzman v. U. S., 53-2 uste 
F. (2d) 343 (CA-6): Taxpayer 
and his bookkeeper both convicted for filing 
false claims with under this 
statute; conviction as to bookkeeper reversed 
on other grounds.) Furthermore, under the 
doctrine of a recent Supreme Court decision 
in U. S. v. Beacon Brass Company, Inc. (52-2 
ustc § 9528, 344 U. S. 43) it was held that 
the felony provision of Code Section 145(b) 


for example, 
7 9450, 205 


government 


which, it had been assumed, covers only the 
filing of a false 
able to the 
taxpayer 


income tax return, 1s avail 
government tor use against a 
(and could include his 
accountant as aider and abettor) 
given false oral testimony 


certainly 
who had 
to Treasury agents 
investigating his tax status in order to bol 
ster his explanation for having previously 
filed 


a false return 


(2) Do not destroy, alter, deface or “ditch” 
records left with 


other 


you by the 
parties in his behalf 


taxpayer oO! 


(3) Do not rush in to make voluntary dis 
closures before legal process has been served 
You have no obligation to mak« 
a voluntary 


on you such 
V iolate no 


standards by not making such voluntary 


disclosure: you would 


you certainly would endanger your 


ith your client if you did so; and 


you would bring upon yourself a 


il damage suit for breaching the confiden 
tial relationship between you and your client. 
vertinent editorial on this specific sugges 
March, 1953 issue of the 


lecountancy, at page 295 


appears in the 


voluntary disclosure 


a CPA might 
t it were 


that 
information by 
neces 
lot yet committed 

ethical requirement 

disclosure of acts 


past even 


raudulent, so long as there is no 


act of concealment on the part 


\¢ 
PA, such as suppression of the evi 


harboring of the criminal, or other 


designed to 
tact been 
committed, and so long as the CPA has not 


relieved, comforted or 


e act conceal from the 


authorities the that a crime has 
assisted the offender 
prevent his punishment. The 
CPA who does make a voluntary disclosure 


to hinder or 


ight be sued for false and malicious prose 
n 


Accountant's Responsibility 


event, a CPA confronted 
with the problem should seek the advice of 
counsel, since the 


cution. In any 


each case may 
have a bearing on legal responsibilities.” 


facts of 


“Do's"’ of Situation 

(1) It is probably good strategy for the ac- 
countant to return the eriginal records which 
had previously been placed in his possession 
to the taxpayer or to his attorney, as soon 
as the accountant that a tax 
investigation may take place, because the 
taxpayer or his 


anticipates 


attorney 1S In a stronger 


position to assert whatever rights he may 


have in that connection than the accountant 


(2) In every situation other than the com 
mon garden-variety, where no particular prob 
lem of this sort could arise, it would be wise for 
the accountant 


very 


to advise his 
beginning of 


client at the 
their relationship that 
there is no accountant-client privilege as to 
the taxpayer’s records or as to the account 
ant’s working papers and that, if he is called 
upon, the accountant will have to surrendet 
all of these documents to representatives of 
the Internal Revenue Service or to the grand 
jury, or in a federal court trial. 


In this 
the accountant to advise 


connection it would be well for 


his client that the 
client ought to hire legal counsel as early as 
possible to work with the accountant in 
arise, if for no 
other reason then at least for the 
reason that it is probably safe 


whatever tax situation may 


very good 
to conclude 
that a privilege status under carefully supe: 
vised conditions does exist between the at 


torney and his client 


However, dangerous 
implications in this regard have been made, 
albeit obiter in the opinion of the court of 
appeals in the Falsone case, fortified by denial 
of certiorari. (For a detailed 
privileged communications between taxpayer 


and attorney and between taxpayer and his 


analysis of 


accountant, and for a discussion of operative 
setting up the privilege, See 
Balter, hraud Under Federal Tax Law (Com 
merce Clearing House, Ine , Second Edition, 
1953), : 173.) 


mechanics in 


paragraph 65, page 


(3) And finally, where the accountant’s own 
atus either in his relationship to his client, 


in kis relationship to his profession or in his 


‘ 
t 


t 
I 


r lationship to the Internal Revenue Service _ 
may be in jeopardy, it 18 wise tor the 
accountant to seek inde pe ndent legal counse! 
as to what steps he should take in the par 
ticular situation where difficulty 

whether the accountant 
withdraw from the assignment completely 


[The End] 
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Losses Between Re 


rection 267 (a)(2)(B) 
ited Taxpayers 
should be under this 


section if the related taxpayer to whom the 
includes that 


Deduction allowed 


expense is due income in his 


1 


return for the year in which the accrual is 


made or in the following year and signs a 
binding election to be taxed on the amount 


o reported in his return 


Gain from Sale of Property in 
Connection with Corporate Liquidations 
Benefits should be 
of the taxpayer, where a plan of liquidation 
adopted after December 31, 1953. 


Section 


allowed, at the option 


Was 


section 472: Last-In, First-Out Inventories 


should be 
permitted to be valued at the lower of cost 


|.ast-in, first-out inventories 


or market 


Section 505 Allowable Investments for 


/ mployees’ Trusts 


wholly owned real es 
should be auth 


(1) Investment in 
tate holding corporations 


orized 


) 


{ ) Phe 
investment should be increased. 


limitation on any one real estate 


valued at its 
allowable depreciation 


(3) Real estate should be 
cost of acquisition less 


section 514: Business Leases 


This section should not be applicable to 
anv business lease indebtedness created or 
to March 1, 1954 


existing prior 


’ 


Section 831 Tax on Insurance C 
Other Than Life or Mutual 


34(c) (1) 
amended to eliminate the 


ympanies 


246(a)(1) 
exclu 


(1) Sections and 
should be 
sion therein of dividends received from stock 
insurance companies taxable under section 
X31 

2) Sections 


should be 


the exclusion 


951(c)(4) 
eliminate 


923(d)(2) and 
similarly amended to 


therein of stock companies 


Section 923: Business Income from Foretgn 


Sources 


Complete exemption of income trom tor- 


eign sources would be the wisest move. In 


the alternative 


(1) ‘The 


lowe d 


14-poimt tax credit should be al- 
where substantial inventories, per- 
sonnel and a permanent establishment are 


maintained abroad 
(2) ‘I he 


“more than 50 pet 
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foreign subsidiary or sub-subsidiary should 
be changed to “50 per cent or more.” 


(3) Income entitled to the benefit of the 
14-point tax credit should include compen 
sation for management services and royal 
ties for use of a patent, process, trademark 
or copyright 

(4) Dividends received by a corporation 
from a domestic corporation 
Western Hemisphere Trade Corporation 
should be allowed dividends-received credit 
to the extent of 100 per cent. 


taxable as a 


(5) The 14-point tax credit should be al 
lowed in the case of income from the manu- 
facture of goods abroad which are intended 
for sale in the United States, if the manu 
facture involves the processing of raw ma 
terials, at least 60 per cent of which origi- 


nated in a foreign country or countries 


Section 1014(a)(9): 
quired from a Decedent 


fasts of Property Ai 


The provisions of this section should ap 
ply to all property described therein and 
disposed of subsequent to Decembe r 31, 1953 


Section 1235: Sale of 
Other Than Inventor 


Patents by Person 


Gain realized upon the sale of a patent by 
a person other than the inventor should be 
deemed gain from a sale. or exchange. 


Section 1321: Involuntary 


Liquidation of 
Last-In, First-Out Inventories 


Income of the year of liquidation of a 
should be ad 
difference between cost of the 
liquidated and 

Any difference between 
replacement cost and the actual 
year of replacement should be 
reflected by an adjustment to income in the 
year of replacement 


last-in, inventory 


first-out 
justed by the 
inventory 


ment 


current replace 


cost sucl 
inventory 


cost in the 


If the re placement is 
not made within the time permitted, the ad 
justment in the liquidation year should be 
reversed in the last year in which the re 
placement would have been permitte: 


Section 1514: Two Per Cent Penalty Taa 
on Consolidated Returns 


The tax rates applicable to consolidated 
returns should be the same as those on a 
return filed by a single corporation 

Section 6901(d)(1): Extension of Time for 
Assessment 


The last sentence of this section should be 


changed to cover a situation where the 


overpayments were made by the transferor 
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Books 


Laws Are Not Like Topsy 


The Leqtslative Process n Congress. George 
B. Galloway. Thomas Y. Crowell Company, 
432 Fourth Avenue, New York 16, New 
York. 1953 ; 


This books presents a systematic analysis 
and description of the making 


O38Y pages $6 


process ol 


Statutory law in Congress 


Congress would save much valuable time 
relevancy in Senate 
debate, by electric voting in the House, and 
by holding joint similar bills 
It could democratize its internal procedures 
by providing 
senate, 


by adopting a rule of 
hearings on 


for majority clotures in the 
21-day rule in the 
House and liberalizing the House discharge 
rule 


restoring the 


These are but some of the conclusions 
expressed by the author 

Filibustering, 
used to tactics of delay and ob 
struction upon the floor of the Senate. “The 
vord ‘filibusterer’ is derived from the Dutch, 


says the author, is a term 
describe 


French, and Spanish words meaning ‘tree 
bo ter orf buccaneer’ 
in the 


Its first legislative us¢ 
United States is said to have occurred 
in the House of Representatives in 1853. In 
the course of a long speech on the Military 
Academy bill Congressman Abraham W 
Venable of South Carolina had denounced 
the actions of American filibusterers (free 
Cuba. His 
Congressman Arnold G 
sippi who said 


booters) in provoked 


Missis 


specec h 


Brown of 


‘When I saw my friend standing on the 
side of the 


against the 


House filibustering, as | 
United 
rounded as he was by admiring Whigs, | 
lid not know what to think.’ % 


States, sur 


The author 


the Senate 


describes several experiences 
has had with filibusters, and he 
relates the enactment of the new cloture rule 
of 1949. Under 


the case against the 


heading he details 
filibuster 


in paralyze the whole legislative process 


separate 


“Filibusters 


He presents equally and fairly arguments 


Books 


Of 
Interest 
to the Tax Man 


in defense of filibustering. 


[it] is 
justifiable 


of preventing a major 
ity from trampling upon minority rights.” 


aS a means 


The national legislature is beset with many 
problems of internal mechanism which bring 
criticism and discontent with its perform 
ance. The detail is inundating, but Congress 
could reduce its almost intolerable work load 
by the delegation of all private legislation, 
by granting home rule to the District of 
Columbia and by expanding its professional 
staff aids on a merit basis. 


The book is based largely on the author’s 
experience and first-hand observations. Since 
1946 he has been senior specialist in Ameri 
can government on the staff of the Legisla 
tive Reference Service in the Library of 
All in all, it is a thoroughly de 
tailed book on the legislative process at the 


national level 


Congress. 


For Tax Help in Massachusetts 


Mas sat husetts 
Herman 


Taxation 
Stuetzer, Jr 
Company, 34 
Massachusetts 


of Corporations 
Little, and 
Street, Boston 6, 
134 pages. $3 


Brown 
Be acon 
1954 


This is a manual of 


those taxes otf the 
Commonwealth of Massachusetts which are 
peculiar to corporations It has not 


designed to be 


be en 
a comprehensive research 
tool, but rather a quick and ready reference 
for the tax man, be he an accountant, lawvet 


or corporate executive. The author is with 
the firm of Lybrand, Ross Brothers & Mont 


gomery in Boston 


Bureau Procedure 


Before the 
Edgar J. 


Procedure Bureau of Internal 
Revenue Goodrich and Lipman 
Redman. Committee on Continuing Legal 
Education of the American Law Institute. 
133 South 36th Street, Philadelphia 4, Penn 
sylvania. Second edition, 1953 


172 pages 
$2.50 
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Articles 


In Trusts We Trust 


"50 Years of Fiduciary Taxation,"’ by 
Charles L. B. Lowndes. Trusts and Es- 
tates, March, 1954. 

The author is a professor of law at 
Duke University. 


The brightest part of the past 50 years of 
federal fiduciary 
Fifty 


taxation is the beginning 
no federal taxes 
In 1904, incredible as 
modern 


years ago there were 
on trusts and estates 
lawyer and trust 
man, trusts were planned with a view to the 
wishes of the settlor and the welfare of 
the beneficiaries without any thought for the 
tax collector 


it seems to the 


However, the trust has been in continu 


ous conflict with the federal income, estate 
and gift taxe their inception, and 
multiplied steadily 


fiduciary 


evel 
difficulties 
[he history of 


since 
have 
federal 
the story of the 


its tax 
taxation 1s 
search to find a sat 


the S¢ 


lars ( ly 


isfactory solution for tax trusts undet 


three taxes 


The income tax developments in connec 
with 


tort on the 


tion trusts represent a progressive et 


part of Congress, the courts and 
the Treasury to prevent avoidance the 
tax by means ot a trust, which can be 
sidered conveniently under three catego 

! 


(1) ru 


tru ti hie 


es designed to tax the income ot a 


) 


creator ot the trust; (2) rules 


prevent the taxable income of a 


being shifted from the benefi 


of the and (. 


trust; 
desigi 


entity 


revent the use of a trus 
as an artificial tax losses ; 
deductions 

The development of the taxation of trusts 
paralleled that 
There has been an 
method by which 


under the estate tax has 


under the income tax 
unceasing search tor some 
a taxpayer could 


during his life to escape the estate tax with 


give away his property 


out actually surrendering substantial control 
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- « - Staff Prepared 


of the property until his death. Ordinarily, 
the best way to give away property and still 
keep “strings” upon it is by means of a 
trust. Trusts have, therefore, been at the 


bottom of most such attempts. 


As early as the first federal estate tax in 
1916, Congress recognized that the tax was 
vulnerable to lifetime gifts 
sought to surround the primary tax upon 
transters by will and intestacy with a pro 
tective periphery of 


Consequently it 


taxes inter Vivos 
transters which had some of the substantial 
will and which might be 
resorted to in lieu of a will to escape the tax 
\s time and the increasing in 


genuity of taxpayers opened up new 


upon 
advantages of a 


went on 
loop 
holes in the tax, Congress closed these gaps 
until today practically any imter vivos trans 
fer under 
control 


which the transferor retains any 
benefit from, the trans 
ferred property, is subject to the estate tax 


over, o1 


The provisions in the estate tax for taxing 


inter vivos transfers are not, of course, limited 


to transfers in trust Howeve Tr, aS a prac tical 
which 


tax take the form of 


matter, most of the transters come 


into collision with the 


a trust 


The federal gitt tax, which c 
intended to 


mplete S the 


trilogy, 1s supplement the in 


come and estate taxes by discouraging 


people trom 
their 


taxes 


giving away their property 


lives to avoid income and es 


The 


connection 


during 
tate 


problems which have 


arisen 1 with trusts unde 
1 
principally concerned 


when the 


gitt tax are 
termining 
vivos trust 


creation oft 


constitutes a taxable 


Supreme Court has laid down the pr 
tion that there is no taxable gift unt 


‘T hus, lor ¢ xample a 


is a complete transfer 


the creation of a trust which can be re 


voked by the settlor of the trust is not 
taxable as a gift until the power to revoke 
and the transfer 


plete and irrevocable. 


is released becomes com 
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The practical 
ception 


difficulties with this con- 
lie in determining when a trust is 
complete for gift tax purposes. 
three obvious tests 


There are 


(1) Since the gift tax is intended to sup 
plement the income tax, the test of a com 
plete transfer under the gift tax might be 
whether there is a complete transfer unde 
the income tax, so that the income from the 
transferred property is no longer taxable to 
the transferor. 

(2) Since the gift tax is intended to 
supplement the estate tax, the test of a com 
plete transfer under the gift tax might be 
whether there is a complete transfer unde 
the estate tax, so that the transferred prop 
erty 1s no longer taxable to the estate of 
the transferor. 


> 


(3) The completeness of a gift might be 
judged by property 
set of criteria independent of the 
and estate taxes. 


As far as future developments are con 
there appears to be no immediate 
prospect of any new or radically different 
system for taxing trusts and estates. Nor 
likely that Congress and the courts 
will jettison the safeguards with which they 
have surrounded the taxation of trusts in 
order to prevent tax avoidance 


conceptions or some 


Income 


cerned, 


is it 


There are, 
however, some hopeful indications that the 
severities of the taxation of trusts may be 
relaxed to the extent 
proper protection ol the 
genuine effort 
confusion, so 
trust he 


with the 
federal fis¢ 
to clarify 
that 

have 


consistent 
and a 

some of the 
when a man 
notion 


made 
present 
creates a 


will some 


of the tax consequences of his action 


In this connection the proposals relating 
to the taxation of trusts and estates which 
have already gained the approbation of the 


House Ways and 


deliberations on the 


Means Committee in its 
pending tax bill ar 
significant. The 
clude, tor 


proposed amendments in 


example, legislative revision ot 
the Clifford regulations, which reduces the 
term for which a trust may be created, 
without subjecting the settlor to a tax on 
the income, from ten to five years, and also 
relaxes sorne of the other provisions of the 
income on the 


regulations for taxing the 


basis of substantial ownership by the settlor. 
Another proposed amendment is a new 
definition of the distributable 
trust, which will replace the 
and will, it 
formula for determining when trust 


income Of a 
65-day pre 
sumptions, is hoped, offer a 
simple 
income is taxable to the trustee and when 
to the beneficiary, as well as eliminate the 
possibility of taxing the same income to both 


Articles 


Among the proposed gift tax amendments, 
which will be particularly welcome to those 
who have wrestled with the problem, is a 
provision which will permit a gift in trust 
to a minor child to qualify for 
exclusion under the gift tax, 


the annual 


It is true that the trust lends itself to tax 
avoidance. It is no less true, however, that 
it serves a socially useful 


merits considerate attention 


function which 


Tax Ethics 


“The Lawyer as a Tax Adviser,"’ by Ran- 
dolph E. Paul. Rocky Mountain Law 
Review, June, 1953. 


The author is a Washington, D. C. at- 
torney. 


Until recently, very few tax lawyers had 
given much thought to the ethics that should 
govern the practice ol thei protession 
Moreover, tax law as a specialized field of 
practice is still in its comparative infancy 
There is no venerable tradition to compel 
the adherence of the tax bar 
of behavior 


to fixed rules 


Most tax practitioners will not countenance 
fraudulent conduct in 
that term. ‘Their moral instincts and train 
ing forbid participation; in addition, they 
know very well that participation will sooner 
or later end in disaster for their professionai 
careers, 


any crude sense of 


As a matter of fact, the 


clients are far above 


morals of most 
the level which would 


sanction unmitigated fraud 
No prudent into an 


important business transaction without con 
sultation 


businessman enters 


with his tax 


attorney before he 


crosses the Rubicon. The businessman may 
wish to avoid some hidden pitfall, or more 
affirmatively he may wish to reduce to the 
lowest legal minimum the taxes which may 
result from a 
which he 
his visit to the tax 


business transaction 


The 


attorney 18 to 


into 
is about to enter. purpose ot 


4 hec k 


whether a given course of conduct will pro 
duce unforeseen tax liability or 
foreseen liability 


whether a 


may be minimized 


Seme tax attorneys have a vaguely un 
comfortable feeling, which does not always 
reach the point of consciousness, that there 
is something “mildly unethical” in the desir« 
ot taxpayers to minimize tax liability, and 
that it is at least a venial sin to give con 
sideration to the tax consequences of futurs 
transactions. 


This is not so. The standards 


of tax law are external standards, except in 
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those which the statute itself 


indicates that “purpose or state of mind de- 
“Moral 


predilections must not be allowed to influ- 


instances in 
termines the incidence” of the tax 


legal distinc- 


turpitude 


ence our minds in settling 


tions.” There is no moral and 


nothing simister in arranging ones. affairs 


sO aS to keep taxes as low as possible 
sanction 
that 
are constantly being presented to tax ad 
Above all 
indefatigable skeptic; he 


I do not mean to give blanket 


to the many tax avoidance schemes 


visers things, a tax attorney 


must be an must 


discount everything he hears and reads 


with unsound 
will not 


The market place abounds 


avoidance schemes which stand 


the test of objective analysis and litigation 


laxes have a statutory base: there 1s no 


] 


vithout legislation. Every tax as 


must 


taxation 
serted by the Commissioner be “au 
by ( ‘I he 


the tax adviser ts not what the 


will become 


thorized ongress.” question for 
law ought t: 


be, but what it 1s of 


added the 


a client’s rights is a sufficient 


It may be that, in tax 


protec tion ot 


Cases 


job for most lawyers. It is not always easy 


to determine the statutes, 
and the 
be at 


ven 


policy ot tax 


private views of the lawyer may 


variance with Congressional policy 
though the tax adviser is in violent 
entitled to an 


as to that poli 


disagreement, the client 1s 


objective expression of views 


Of course, there are limits as to how fa: 
advis 


future 


honorably go in 
ing clients as to the tax effect o! 
should not 
sometimes presented when his 


a tax attorney may 
transactions He yield to a 
temptatior 
chent 
effect ot a 


suggestion 


consults him with respect to the tax 
cle sired ‘The 


may be and 


course ot 
that the 
other papers expressing the transaction dis- 
guise its real character so that a 
will 


presented as a 


action. 
contracts 


revenue 


agent miss its tax impact when it is 


later consummated trans 


action. I hope that it is almost superfluous 
for me to express a lack of sympathy with 
all techniques designed to camouflage con- 
transactions in such a 


templated Way as 


to conceal those parts of them which may 
assertion of tax 
part 
transactions and is en- 
those 


its claim of 


provide the basis tor an 
liability he 
ner in all business 
titled to a tait 
so that it 


One 


government is a Silent 
view ol transactions 
may assert irn.terest. 
may go further by 
that attempts at misrepresentation 
border on conduct. At least it 


unbecoming a tax attorney 


Saying unequivo- 


cally 
fraudulent 
is conduct 


In tax law, the adversary of the taxpayer 


is his own and the tax adviser’s own, gov 
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ernment. It is sometimes urged that a tax 


payer's citizen relationship to his govern 
ment is not comparable to that of a plaintiff 
or a defendant to his adversary in an ordi 
nary lawsuit and that the citizen owes his 
government and his neighbors the duty of 
paying his share of taxes as required by 
law. It follows, according to this argument, 
that tax lawyers, as ministers of law, cannot 
countenance or be accessory to an escape 
by taxpayers of their duty to their government. 

The responsibility of the tax 
connection 
and in the 
‘Treasury 


lawyer in 
with the preparation of returns 
within the 
additional cir- 
cumstances which are peculiar to tax contro 


versies. 


conduct ot a case 


lodges in certain 
To a considerable extent, government 
representatives depend upon tacts presented to 
them by the taxpayer. While the government 
has every power to inspect taxpayers’ records 
and examine the taxpayer and others who have 
knowledge of transactions needing scrutiny, 
this power is, in many respects, more theo 
retical than real. In the normal case, even 
the revenue agent who makes an examina- 
tion of the taxpayer’s records cannot ex 
amine every item in those records; if he did, 
he would never finish his job. He must, 
to some extent, depend upon the taxpayer 
or the taxpayer’s lawyer or 
make the facts available. 
Chis control over the facts of a controversy 
taxpayer sometimes makes decep- 
tion an easy matter for the tax attorney who is 
willing to take advantage of the government 


accountant to 
relevant data or 


by the 


Moreover, the lawyer of accepted reputa 
tion to find, and should be 
particularly conscious of the fact, that gov- 
ernment representatives sometimes 
a marked upon his 


occasion accept, 


soon comes 


rely to 
integrity. On 
without minute ex- 
amination or meticulous scrutiny, statements 


degree 
they 


of facts presented to them by an attorney 
they trust. They may assume that state 
ments presented comprise all the facts. In 
doing so, they are to some degree depend 
ing upon the tax adviser’s sense of candor 
and fairness. This tendency on the part of 


some government 


representatives puts a 
load of special responsibility upon the tax 
adviser. Some willing, 
times innocently and sometimes deliberately, 
to trade upon their lawyer’s good reputa- 
tion 


clients are some 


Lawyers whose word is their bond 
have a special obligation to be diligent in 
their analysis of the facts involved in tax 
controversies and scrupulously careful that 
their factual government 
representatives fairly reflect the truth. 


presentations to 


(Continued on page 428) 
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Vacant Lots 
Are Builder's Stock-in-Trade 


Land acquired by a builder was not a 
capital asset and the resale of the land 
was a part of his normal business. 


\ builder bought a piece ol land, intend 
o erect houses on it and sell them As 


His project got 


encountered 
bliged to sell 


planned improvements 


under way he 
unforeseen troubles and was « 
the project before the 


had be en complete d 


held that the 
was the building of houses for sale 


purpose he 


It was business 


For his 


this case the 


taxpayer's 


land In 
builder was compe lled to sell before he had 


needed 


finished the planned improvements Phe 
result was that the builder 
fit than he had originally 
Is proht was 


received a lesser 
contemplated 
realized in the carrying 
Granite v. Mia 


54 DTC 181 


his normal business 


f National Revenue 


In another case involving the buying and 


land by a held 


land was not purchased as an 


selling of builder it was 
that the 
investment and therefore the profit was tax 


VUcLennan Vinister of Na 
54 DTC 184 


able income 


tional Revenue, 


are somewhat in conflict 
Minister of National Rev 
DTC 344: “It is not a part of a 


' 
lots acquired 


enue, 
builder’ 


» build houses on.” 


trade to sell vacant 


Interest Deduction 
on Borrowed Capital 


The capital must be borrowed rather 
than acquired by purchase. 


\ farmet land 
a period of years, 


claimed that a 


purchased a parcel of 


which he paid for, 
grain He 


portion of the 


ove; 


with certain 


grain constituted 


pavments 
paymen 


Canadian Tax Letter 


The New Budget .. . 


Real Estate ‘‘Investments” .. . 


Borrowed Capital 


Canadian Tax Letter 


interest on borrowed capital which he used 
in his business of His claim was 
disallowed Phe relationship of the 


that ot 


farming 
two 
parties 
not that of 


was and vendor, 
Only 
wwed and used as 


Vinister of 


purchaser 


borrower and lendet 


interest on amounts borr: 
herle ra 


capital is deductible.—/ 


National Revenue, 54 DTC 165 


Highlights 
of 1954 Budget Resolutions 


Budget resolutions are by custom given 
the effect of law pending the passage 
of the necessary legislation. 


The Canadian national budget, promulgated 


on April 6, provides no substantial increases 


and vet no substantial tax relief although 


there have been certain reductions in sales 


and excise taxes on These 


reductions will provide 


$33 million 


many items 
taxpayers with some 
relief . . The maximum 
deduction allowed an employer or employee 
for amounts paid into an approved pension 
will be increased from $900 to $1,500 


Special deductions g 


fund 
ranted to oil, gas 


and extended to the 


mining companies are 


1957 tax vear Quebec taxpayers may 
receive no more than the already provided 


for deduction of 5 per cent in respect of 
the 


‘I he 


msurance 


the income taxes paid under 


own 
provincial income tax surplus 
mutual 


than s lite 


of a resident 
(other 


company 
Insurance company ) 
earned from its insurance activities will be 
profit from a business for 


Vhis will be 


Such income 


conside r¢ d aS a 
taxation purposes 

1954 
nonresident 


will be 


been subject to taxation on that basis 


etftective 
in the 
insurance 
deemed to have 


as of January 1, 


case ot a (non-life 
always 

This 
apparently would wipe out the effect of the 
Supreme Court 
Vutua 


company ) 


decision in the Stanle 


hire Cant 





Acq. and Non-acq. 


Proposes Simplified Method 
of Income ‘‘Rebracketing”’ 


SIR 


On reading the 
published in 


letter of J » 
March, 1954 issue, a first 


was that there is 


Seidman 
your 
impression a simpler and 
fairer way to ameliorate the inequities which 
flow highly fluctuating 
by averaging. On further 
that Mr 
himself to 
eliminating inequities but 
ther He seeks by averaging t 
flatten out all major fluctuations whether o1 


‘I he 


as a substi 


from than 


Income 
thought it 


Seidman 


may 
be observed does not 


limit 


proposing a method of 


much fur- 


goes 


means ot 


not they result in inequitable taxation 
suggestion which 1s offered here 
tute for M1 
only 


Seidman’s proposal is directed 
eliminating the 


extend tax 


toward inequitable; it 


does not benefits to 


taxpayers 


whose incomes fluctuate for a variety oft 


reasons 


Mr. Seidman’s example s are to the pomt 


By means of them he gains our sympathy 


for the 


taxpayer whose 


is distorted 
by appearing to a large extent in one yeal 


trom a transaction ofr 


mMmconnie 


which ma 
That is the 


operation 
a number of years 
condition to be 


tured over 


remedied 


However, the method offered 
extend to all fluctua- 
substituting a current tax 


mcome 


averaging 


as a solution would 


trons of income, 
result 
Chere 
that 
taxed on the 


whenever the 
of benefit to the 
seems to be no good 
far Nor should 


basis of the 


on AVCTAKE 


would be taxpayer! 


reason tor going 
mcome be 


lower of the average or the 


current imcome 


For instance, a taxpayer of small income 


inherits a tortune in 


securities Income 


Should 


into the 


and 
duced by 
then five 


taxes increas¢ taxes be re 


bringing average six lean 
forth? 


live Ss on 


vears, lean vears, and so 


ir. a widow inherits two 


estates, 


May, 


1954 °@ 


one and 
for the 


alter a tew 
other 


finds a market 
at a loss, deductible as an ordi 
Should she deduction 
in the year of loss and then also in the suc 
ceeding years by averaging? Similarly, a 
partnership in business, incidental to mod 
ernization, piles up Section 117(j) losses as 
the result of selling old equipment. Should 
the partners take the deduction in the year 
of sale and then again by averaging? 


years 


loss 


nary enjoy the 


These 
examples illustrate the effect of averaging 
income and taxing the lower of the average 


or the current incom« 


As a matter of fact, the whole proposal 
of averaging, with taxable deter- 
mined under changing laws and regulations, 
involves either adding together apples and 
oranges or determining adjusted net incom«e 


income 


for applicable prior years somewhat as for a 
base period used for excess profits credit 
Without such adjustment of taxable income 


ot prior 


vears the tax benefit of 


extraordi 
nary accelerated de 
preciation, would be enjoyed in the 


incidence 


deductions, such as 
year ol 


Nor is 


instances In 


and again in averaging 


averaging always simple In 
which joint returns are filed alternately with 


separate returns. 


W here 


substantial item of income maturing 


fluctuating income arises from a 


over a 
number of years and appearing in one year, 
The 
Section 
the simplification of its application 


granted. 
may be in an extension of 


amelioration may be 


answet 
107 and 
Section 107 income might be 
consist of all 


redefined to 


substantial items of 


income 


received in a 


year but which matured over a 


period involving two or more tax years. If 


three or 1 


more tax years were used as a 


criterion, the number of 


falling 
reduced, but 


instances 
this definition would be 
might 


under 
injustices remain without relief 


What should be substantial in this re spect? 


Perhaps 75 per cent or even 50 per cent of 
adjusted [ 


gross 


income in the year of re 
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ceipt or accrual would be a proper place to 
draw the line Mhis 


should 


gross income which now 


extension of Section 


107 income cover all major distor 


tions of result in 


income received at an irregular time falling 


into high brackets when the taxpayer is not 
of the income group to whom high brackets 
are intended to apply If a double tax bene 
fit would result from the suggested provi 
sions and from any related loss carry-over, 
the latter should be denied, or at 


of the be nents should be 


How 


to be 


disall Ww d 


is the new 


propose d Section 


107 in 
taxed’? Perhaps an appropriat: 


de duce d 


inventor 


comme 


method may be 
Suppose an 


from an example 


earns as a technical 


worker a few thousand dollars a year in 


excess of deductions and exemptions In 


one year, 


$5,000 


when his ordinary earnings are 


(after related deductions and ex 


emptions), he $30,000, 


makes a profit of 
presently classified as ordinary 
attributable to five years 


How should the 


be treated in order to place 


income, but 
extracurricular 


activity $30,000 


item ot 
him on a tax 
paying basis more or less equal to one who 
has received $11,000 a year for 
($5,000 more or 


five years 
and $6,000 
a year equivalent to the long-period item of 
$30,000) ? 


remedied 


less regularly 


How should the inequity be 


without reference to returns of 


past years 


At 1954 


taxes involved on net 


rates, under existing law, the 


mcome alter exemp 


tions are as follows 
On $5,000, salary net of deductions 


and exemptions $ 1,100 


On $35,000, total net income afte 


exemptions 16,419 


This that $15,310 is the tax on 
$30,000 falling in one year, 1954 
distortion to be 


means 


This is the 
remedied 


If the $30,000 were to be spread back 
with $6,000 attributed to each of five years, 
there would be $11,000 in 1954 


1954 rates tax would be 


subje ct to 
.| he 


On $11,000 $3.020 


$24,000 to be 
tably, the amount should be 


or the 


This leaves 


taxed. Equi- 


taxed at $6,000 
) 


four ractically, 


prior years. | 
1 
1 


for reasons of equity and simplicity 


times $6,000 should be 


this amount of tour 
taxed in 1954, in the 


other 


brackets in which the 


item of $6,000 falls. For example 


Acq. and Non-acq. 


lax on $11,000 

Less: Tax on $5,000, salary 
less related deductions and 
exemptions in 1954 


$3,020 


1,100 


Tax on $6,000 in appropriate 
brackets $1,920 

Tax on $11,000 

\dd: Four times tax on $6,000 in ap 
propriate brackets (4 $1,920) 


$ 3,020 
7,680 


Tax on $35,000 in 1954 


$10,700 


In other 
times the 


words, the tax 1s equal to five 
tax on $11,000 (which is $30,000 
spread plus five 1954 salaries of 
$5,000), equal to a tax of $15,100 (five times 
$3,020); less four times the tax on $5,000, 
was only one 1954 salary, 
equal to a tax of $4,400 (four times $1,100); 
this leaves $10,700. It is as if the 
hled five tax returns, 
and fifth of the five-year item, and 
received a credit on four tax returns for the 
tax on salary reportable only once 


suitably 


because ther« 


taxpayet 
each including salary 
one 


Under 
Section 107 the five-year item is spread over 
prior returns for the purpose of placing it in 
appropriate brackets and 
applicable taxes Under 

the applicable tax 
rates of the 


brackets 


Only 1954 tax applicable, the 
year of the extraordinary receipt 


subjecting it to 
this simplification 
become the tax 
receipt, in appropriate 


rates 
year ot 


rates are 
No ques 
asked, except the number of tax 
years involved in the earnings of the income 
which falls in 1954 and which would other 
wise result in a_ substantial 
tax. No refunds aris« 


tions are 


distortion of 
from averaging, be 
cause there is no averaging, but merely an 
apportionment of an item ot 


to suitable brackets 


gross income 


As indicated by Mr 
posed 


Seidman in his pro 


revision of the law, the principle 
could be extended to cover substantial capi- 
tal gains, treating all other capital gains as 
ordinary income and thereby avoiding much 
scheming to convert one kind of income to 
another with resulting 
cidentally, it should be 


apart from the 50 per 


controversy In 
remembered that 
cent rul applicable 
to long-term capital gains (which itself is 
subject to offsetting capital 
under the capital gains treatment 
apply only to taxpayers of middle and upper 
incomes; others are 


losses ), tax 
benefits 


taxed at ordinary rates 


A feature of the present proposal is that 


its benefits would apply only where there is 
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tortiol ol and 


MCcotne tax in prac 


lower and possibly 
And the 
of the 


1 
incomes in the 


brackets 


remedial measure 


ve only extraordinary long 
veriod income under ¢ 


| without 
fl 


onsideration 


ittening out other items ol 


Income and 


cle duc tions 


at Mr 


Seidman’s averagu 
proposal 


tempt to do—is to grant 


ild do 
not at 


amelioration for 


simpler does 


all fluctuations deductions 


ssed 


substantial 


InCcoOTHe or 


] 


here outh di addre solely 


I . 


relief in tl ‘ ot 


ome falling in on year but 


‘ 


oa number of years 


On tl here 


than 
matter of! 


hand, the suggestion 


ered goes further Im one 
that is in the 


mmplification Mr 


respect 


iH 
Mi 


Se1dman’s 


| 
Seidman correctly cuts 


Here 


tax rates o!f prior years 
} prio1 


d that taxable income of 


What 


the question of 


rgotten have prior 


current 


except introduce measur¢ 


loubtful 


validity and undeniabl 


laxable income of prior years 


idered in giving relief for capital 


except as to capital loss carry-over 


introduce it here Why not remove 


ARTICLES—Continued from page 


We have 


adviser to 


gone so lar as to require a tax 


inform government re presenta 


tives as to points ot tact which completely 


dispose or the We 


upon tax at 


taxpayer's case have 
gested the 


torneyvs to 


obligation 
truthtul 


asked by the 


also sug 


supply 


answers to all 


questions government repre 
sentatives. I certainly agree, generally, with 
Mr. ‘Tarleau that tax should “en 


gage in open-handed dealing,” and 


advisers 
“avoid 
trick 
reve al 


anything concealment or 


obliged “to 


which is 


Suggesting 
ery.” But are they 
every tundamental 
to the 
if the 


make 


tact pertinent 


What 
fail to 
a specific request for certain informa 


issue under consideration?” 


government representatives 


tion im the possession ol the tax 


attorney 


which is harmtul to; 


but not dispositive of, 
a taxpayer's case? To what 


oblige d to 


extent 1s the 
volunteer 
Must he 
item of information in his 

effect ot 
his client’s case? If the 


tax attorney ntorma 


tion at such a time turn over 


every possession 


irrespective ot the doing so upon 
this 


affirmative, | 


answer to 


question should be in the 


am sure that we have found a substantial 


difference between the 
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position of attorneys 


May, 


1954 e@ 


it trom Section 10/7, substitute the 


involved as a factor in 
determining the current tax, the degree of 


and 


number of years 


amelioration, as is now done in the case of 
capital gains? advantage 
tax return, 
several prior returns may 
be open for review, with every 


Chere is 
in dealing with only the 


a great 
current 
espec ially where 
redetermina- 


tion of taxable 


income being the cause of a 
for the 
would be a factor. 


simplification here offered avoids such 


which 
The 


com 


recomputation ot tax year in 


average net income 


plicat 10Ons 


Following, but modifying and extending 


Mr. Seidman’s constructive criticism of Sec- 
tion 107, it is here sought to remove the 
r that 


obi ctionable 


three teatures of section which are 


weak or otherwise 


the re 


strictive definition of income 


to which relief 
1s extended, the spread-back or 
which 


returns ol 


income 


requires—in effect—the reopening of 


prior years, and the use of tax 


rates of which is similarly ob- 


prior years, 


jectionable However, instead of adjust 


ment by averaging, more equitable results 


rebracketing 


J. B. ¢ 


are sought by means of 


Woops 


New YorK City 
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representing clients in private litigation and 
attorneys representing taxpayers before the 
Bureau. 


I can definitive the 
just asked. There are times 
when a failure to speak may be a misrepre- 
sentation. But I 


give no answer to 


questions I have 


will venture the statement 


that most tax attorneys would rarely volun 
teer under the 
would be the 
doing so. I 


thei 


intormation 
And | 


not 


circumstances 
stated last to condemn 
would not 
that 
where the rules of practice dictate otherwise, 
tax 


them for know 


how to answet argument except 


proceedings in the Treasury are pre 


dominantly adversary 


proceedings calling for 
no higher ethical standards than those imposed 
upon attorneys 


At time S.. 


engaged in general practice 


one encounters a revenue agent 


or a contferee who is genuinely 


interested in 
taxpayer's correct tax lia 

But 
rule 
which 
would be 


ascertaining the 
bility wherever the 
this is the 
They are 


may fall 
than the 
servants ot a government 
badly, and 
they not at 
behalf of that 


chips 
exception rather 
needs revenue they 
more than 
a little 


ment 


human if were least 


partisan on govern 
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Tax=-Wise 


Meetings of Tax Men 


State University of Iowa.—A_ two-day 


tax and 


accounting seminar be Linning on 


Mav 3 will be offered he State Univer 


sity of lowa, College of Commerce, with 


the cooperation of the lowa Society of 
Certified Public 


will be conducted on the 


Accountants. The seminar 


university’s campus 


lowa City 
The Chicago Tax Club.— Acting 
ommiussioner D. L. Olsen and 


FE. J. Sauber described the 


operation of the regional 


Regional 
District 
function 
internal rev 
April 21 


The meeting 


enue office in informal talks on 


before The 


as planned to promote 


Chicago Tax Club 
interest in mutual 
internal 


problems between 


revenue repre 


sentatives and corporate tax representatives 
Tax Conventions Between 
United States and Japan Signed 

The Department of State has announced 


United 
States and Japan for the avoidance of double 


that two tax conventions between the 


taxation and the prevention of fiscal evasion 


were signed by the representatives of both 
April 16, 1954 


vention rek to taxes on incom«e 


governments on One con 


and the 
other to 


taxes on estates, inheritances and 


The conventio will next be sub 
es Senate 1or 
and 


consent ratincation 


‘In Lieu of’’ Payments Studied 
\ study 


Inter 


committee of the Commission on 


governmental undet 


Relations is now 


“Fe det il 


Shared 


an examination of Payments 


I ‘Taxes and Revenues 


lhe committee, under the 
o1 Arthur | RB ‘Tanner, speaker of the 
House of 


chairmanship 


Connecticut 


Re presentatives, has 


Tax-Wise 


Taxes... 


Tax People... 
Things Taxed... 


been requested to make the 


because of legislation pending in the 


examinatior 
Hous 
where i: 


and Senate, 


introduced 


of Representatives 
bills 


subje ct 


a he 


resulting 


have been relating to the 


new committee will study problems 


taken oft 


acquisition or us¢ 


trom being 


rolls 


1¢ deral 


property 
local tax through 
by the 


which the 


government, in return to1 


communities are asking the gov 


ernment to make payments in lieu of taxes 


There are more than 20 known 


systems 


under which tederal payments are made u 


lieu of taxes, but none has a common stand 
such 


Bureau of the 


ard for payments, according to the 
Budget Under three of the 
19 programs classified as shared 


the federal 


revenues, 
government last year made pay 
of $1 million each to states 
and loc alities; these included the Mineral 
Leasing Act, the National Fund, 


ind land-Grant Fund payments to certain 


ments in excess 


hy rests 


counties in California and Oregor 


The study committe 
situations where the 


will also examine 
federal and state gov 
ernments participate in shared revenues 
sharing of the 


federally 


usually in the joint receipts 


and revenues from owned land 


operations 


Union Pension Tax Exemption 


\ recent labor union publication took 
Ruling Division of the 
Internal Revenue for tax 
ing a previously untaxed pension plan. The 
Typographical Journal, published by the In 
ternational Typographical Union, editorialized, 
in part, as follows 


sue with the Tax 
Department of 


“Reversing a ruling that has been in effect 
since 1934, the Department of Internal Reve- 
nue has officially declared that I. T. U. [In 
ternational ‘Typographical Union|] members 


on the old age pension roll when computing 
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For the period July 1, 1954, 
through June 30, 1956, the 
Los Angeles city sales tax will be 
increased from 0.5 per cent 
to 1 per cent. The use tax is 


similarly increased. 


Federal income 
able 195 
received as 
ruling, 


1954 income 


taxes on (pay 
pension payments 


‘J he 


reaffirmed each year for 


) must include 


taxable income previous 
20 years by 
the Department o! 
sidered the I. T. U 


a charitable 


Internal Revenue, con- 
old age pension fund as 
fund within the meaning of the 
Internal Revenue Act of 1934, and that pay- 
ments from that fund need not be 
by the recipient as taxable income. The In- 
ternal Revenue Act of 1934 is still the basic 
law. Neither the basic act nor 
of the old age fund has changed 
Only the sudden need for ‘balance ing’ the budget’ 


reporte d 


the structure 
pe nsion 


while the administration proposes further tax 


concessions for the wealthy 


has changed 


“The ruling follows 


It is further concluded that the pension 
payments paid to members constitute taxable 
income attributable to his 
employment as a member of the Union and 
to his payment ol! the 
vious years 


to such members, 


assessments in pre 


“*To the extent inconsistent with the fore 
going, the rulings of November 5, 1935, and 


February 18, 1936, are revoked.’ ” 


here by 


Twenty-Five Years Ago 


‘Tax relief for 


American corporations with 
overseas branches—subject to foreign taxes 
has been a revenue problem ever since 
United States firms established world-wide 


markets for their products 


Revenue acts have stimulated expansion 


of American investment and trade in other 
countries by 


granting tax credits to 


that pay taxes to other governments 


firms 
‘J hese 
discussed in the May, 1929 
Taxes in “Double Tax 
frade in the Re®¥enue 
Mitchell B, Carroll, wrote 


important 


provisions were 
issue of Relief for 
Act.” The 
that “the 


interest 


Foreign 
author, 
most 
ot the 


concession in the 
development of 
abroad is the 


American commerce 
provision for crediting 
States tax all or part 
of the income, war profits, and excess profits 
paid or 


government 
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against United 


taxes accrued” to any foreign 


May, 


1954 °@ 


To obtain this credit, the citizen or co1 


poration “has only to evidence of 
the tax paid to another government,” 


roll said 


present 
Car- 


In his 1929 articl 
tax relief 


Act 


Carroll cited these two 


provisions of the 1928 Revenue 


(1) The domestic corporation which owns 
the majority of the voting stock of a foreign 
corporation and receives dividends from this 
corporation may claim a credit for the tax 
paid by the 


which 


subsidiary on its profits from 


the dividends were distributed 


(2) Domestic and 


corporations 


the II 
Income 


citizens 


receive credit 


against home tax for 


any foreign taxes on branch 


real estate 
United States 


trom 
establishments, foreign securities, 
and other sources outside the 

lwenty-five 
1954 Taxes—the 
the 1953 income tax 
tralia. The Senate 
on July 9, 1953 


years later—in the January, 


same author interpreted 


\us 


this tax treaty 


convention with 


ratified 


Box-Office Blues 


The reduction in admissions taxes which 
went into effect last month along with gen 
erally lowered excise taxes arrived at a some 
what inopportune time for many organizations 
whose profits depend on box-office receipts 

Tickets for public entertainment and recrea 
tional events now must reflect the new tax 
rate, and in some places ticket-selling activi 
ties have undoubtedly awry in the 
process of adapting to the new rates 
the hardest-hit 
sell series or 


number of 


gone 
Among 
will be those who 
tickets covering a 
recreational 
Many such activities—especially those 
outdoors- 


groups 
seasonal 
subsequent events. 
held 
become more popular in the sum 
mer months, and performances are booked 
well in advance. For these types of public 
change in admissions tax 
the seasonal ticket-selling cam- 
paigns were launched, with the consequence 
that thousands of purchasers have “over- 
paid” the amount of tax due and are entitled 
to a refund 

The ‘Tax 
as applied to pre 


recreation the 
came afte 


Excise Reduction Act of 1954, 
April 1, 1954 ticket sales, 
provides for a credit or refund to the ticket 
seller of the amount of tax paid in excess 
of that due under the 


tickets are to be 


rate if the 
admissions to 
April 1 


can be 


reduced 
used tor 
events 
this credit or 
to the 
which 


occurring after However, 
allowed 
prior to the 
relates, the has 


repaid the amount ot the excess to the pel 


only 
event to 


refund 
that, 
the admission 


extent 


S¢ ller 
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United Press Photo 


whom he 


trom 


collected the 
these 
cre dit Oo! 


tax, o1 
obtained the 
thie 


oprsent ot 


ot the 


persons 


allowance retund 


Since the the 


middle 


enactment of bill, 
ot seasonal 
avoid the 
tickets al- 
ot tickets 


the 


new tax 


SOM 


ticket 


organizations in the 
Callipalgnus made plans to 
complexities of a tax refund 
ready reserved by raising 


by 


on 


the price 


(before tax) the same amount as 


City Tax Calendar . 


June 15—-1) 


tax reports and 
Denver 


ronda 


payment due. Colorado 
tax reports and 
Columbus corporate income 
installment (estimated) due; 
Columbus personal income tax second in 
stallment due; Youngstown 
tax installment 
Youngstown personal 
ax second installment (estimated) 
Penns Erie School District 
tax second installment due; Pitts- 
burgh income tax payment due; Scranton 
income tax fourth installment due 4 Scran- 
ton School District estimated income 
second 


sales payment 


Ohio 


second 


duc 


tax 


(estimated) 


corporate 


Mmcome second 


(estimated) due; 
income tf 
7 eet 
duc yivania 


MICO 


tax 
installment due; Scranton School 
District fourth installment of balance of 
prey ‘ | 


timated 
June 20—/ 


use tax re 


1Ous VCaTS ¢ 


income tax due 


misiana; New Orleans sales and 
and payment duc Nex 
New York City sales and use tax 


reports and payment due 


Tax-Wise 


ports 
t 


) ork 


Phoenix business privilege 


difference between the 
The tickets 
stamped with the 
rate, obviating 


the 
simply be 
price 


old tax and 
would 
new 


new 
tax over- 
tax 
trans 
Nevertheless, announcement of the 
plan resulted in confusion 


The 
took its stand on the 


in its official Bulletin 
the statement read 


and new 
any additional money 


actions 


Internal Revenue Service recently 
matter in a statement 


April 19. In part, 


1O1 


“Organizations which decide 


to increase 
April 1, 1954, 
properly overstamped tickets 
to reflect the new price, including the tax, 
to patrons who had remittances 
prior to such date, patrons 
appropriately written state 
ment that the 
been so increased and 
thie option either to 
accept the tickets at the new price schedule 
and applicable 
initially 


prices on tickets on or after 


may deliver 
submitted 
provided 

by a 
the 


are 
advised 
accompanying tickets 


admission price has 


the patrons are given 


tax in substitution for those 
refund of 
the entire purchase price initially submitted 


Where such arrangement is acc pted by the 


ordered or to receive a 


patrons, the tax is to be reported and r« 


turned at the new rate.” 


In our picture Bill Eberly, director of the 
Milwaukee ticket 
tickets 


sales, is seated 
thousands of which 
He probably Is concerned 
also with the problems involved in refund 
ing hali the tax collected on 


million tickets sold 


Braves’ 
before must be 
changed very 
more than a 


already 


Y ork 


conipally 


June 25—Nex New York City con 
duit reports and payment 
due; New York City public utility exciss 


tax reports and payment due. 


June 30—Missouri: St, Louis employer witl 
holding reports and payment due. Odio 
Cincinnati income tax reports and payment 
due; Dayton corporate income tax second 
installment (estimated) due; Dayton per 
sonal income tax second installment (esti 
mated) due; Toledo corporate income tax 
second installment (estimated) due; Toledo 
personal 


tax 


income installment 


Erie 


reports 


tax second 
(estimated) due 
School District withholding tax 
and payment due; Erie pet 


tax Se 


Pennsylvania 


sonal mcome 


cond installment Harrisburg 


due; 
mercantile license tax reports 
due; 


Philadelphia perso: 
j 


taxes de linque nt 


and pay 


ment al property 





State Tax Calendar | °” 


The State Tax Calendar includes the re- 
port and payment due dates for the impor- 
tant taxes—franchise, income and property. 
If the states in which you have interests are 
not listed, there are no franchise, income 
or property tax reports or payments due 
therein for the month covered. 


ALABAMA: 


tax Sec 


June 15—Corporate income 
ond installment due 


come tax 


Personal in 
second installment due 


ARIZONA: June 7 


railroads, telegrapl 


Property reports fron 
and telephone 
June 29 (orporate 
installment due 


com 
panies due income 
tax second Personal 


installment due 
DELAWARE: June 30—Foreign corpora 


tion annual reports duc 


GEORGIA: June 15—( 


tax second installment due Per 


income tax second 


orporate income 


sonal in 
come tax second installment due 


IDAHO: June 20—Property tax 


nual installment delinquent. 


ILLINOIS: June 1 


reports and 


semian 


Personal property tax 


payment due (last day) 
Property tax semiannual installment from 
private car 


Real pr 


lines due { 


enuannual installment due 
IOWA: June 7—Pr reports fron 
freight line and equipment companies due 


KANSAS: June 20 


nt duc 


yperty tax 
yperty 


Property tax second 


installme 


KENTUCKY: June 30 


gn corpo! 


Domestic and for 


ition annual statement oft 


Oc Ss avent due Foreign corporatiol 


I 


of existence due 


LOUISIANA: 


ports 


I 


Statement 


June 15 Income tax re 


and payment trom toreign corpora 


tions having no office in Louisiana due 


MAINE: June 1 
MASSACHUSETTS: 


franchise 


Franchiss reports duc 


June 20 


(income) tax payment from util 


Corporate 


ities due 


MICHIGAN: June 30 


first installment due 


MINNESOTA: June 30—Properts 


due (last day) 
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Public utilities tax 


May, 


1954 @ 


11954 JUNE 1954 | 
Sam, 3 
8 9 1011 12) 
31415 1617 18 19 
20 21 22 23 24 25 26) 
(27 28 29 30 «» «» «» 


| a» «» 1 


MISSISSIPPI: June 15—Corporate income 
tax second installment due.—Personal in 
come tax second installment due 

MISSOURI: June 1—Property reports due 

MONTANA: June 15—Income (corpora 
tion license) tax due. 

NEBRASKA: June 1—Property reports 
from car companies, other than sleeping 
car companies, and from air carriers due 

NEVADA: June 7 


installment due 


NEW JERSEY: June 15 
from railroad companies due 

NORTH CAROLINA: June 15—Corpo 
rate income tax sec 
Personal 
due 


NORTH DAKOTA: June 15 


income tax sece 


Property tax quarterly 


Franchise tax 


nd installment due 


income tax second installment 


Corporate 
Per 


second installment due 


mynd installment due 


sonal income tax 


OHIO: June 20 


installment 


Property tax semiannual 
public utilities due 
Real property tax semiannual installment 

due 


OKLAHOMA: June 15 


come) tax 


Irom 


Bank excise (in 
Cor 
ond installment due 


second installment due 


porate income tax se¢ 
Personal income tax second installment 


due 


SOUTH CAROLINA: June 15 


come tax 


Bank in 
second installment due Cor 


tax sec 


porate income md installment due 


Personal income ond installment 
duc 


SOUTH DAKOTA: June 1 


ports 


tax sec 


Property re 


from railroad, telegraph and tel 


phone, sleeping car, light, power, heating, 
water, and vas and pipeline cf 


June 30 Property reports duc 
TEXAS: June 30—Pr 


installment due 


UTAH: 


Sec ond 


mpanies due 


(last day) 
S¢ cond 


yperty tax 


Tune i5 Excise 


installment 


VERMONT: June 15 Personal 


tax second installment due 


VIRGINIA: June 1 


tax due 


(income) tax 
due 


income 


Corporation income 
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Federal Tax Calendar 


June 15—— 


106 
1O40 


e PENNSYLVANIA . 


) ¢ 1 nake re 





The State 


Franchise 
Tax 


Personal 
Income Tax 


Estate Tax 


General 
Property Tax 


Stock Transfer 
Tax 


of New York 


iX System Ol the State of New York pel 


income, tranchise, gross receipts, 


taxes are levied on real estate corpora 
one-quarter mill on $1 of gross assets 
emploved or situated in the state. Business corpora 
tions are taxed by a principal tax and an additional 
tax—-the principal tax apples to allocated net in 
come or invested capital and the additional tax 
ipphes to allocated subsidiary capital. State banks, 
savings and loan associations, savings banks and 
finance corporations are taxed at the rate of 4°, 
per cent of allocated net income. National bank 
associations are taxed at the rate of {1/ per cent 
ol net income 


There is a personal income tax on residents begin 
ning at 2 per cent on the first $4,000 of net income, 
graduated to 3'2 per cent on all net income over 
$9,000. There is an unincorporated business income 


tax 4+ per cent after an exemption of $5,000 


The estate tax is graduated from 1 per cent of the 
fair market value of property transferred on death 
to 20 per cent on estates exceeding $10,100,000 
Ikxemption for spouse-—$20,000. 9 Ikxemption fot 
direct and collateral heirs-—$5,000 


Phis tax is based on the full value of real estate; 
aggregate of all levies for local purposes is 


xed annually by each locality 


This tax applies at the rate of two cents pel share 
on transters of stock or certificates of interest in 
property or accumulations other than by sale. Sale 
or agreement to sell at less than $5 per share, one 
cent per share; sale at $5 or more per share, but 
less than $10, tw ‘nts; sale at $10 or more, but 
less than $20, three cents; sale at $20 or more per 


sh ire, tour cents 


(Other taxes levied by the State of New York in 
clude pari-mutuel, alcoholic beverage, motor fuel 
motor vehicle registration, cigarette, utility service 

surance Companies, unemployment insurance on 


emplovers and a mortgage tax 





